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Economic Development: 


Nineteenth Century and Today 


GEORGE KLEINER 
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| WHAT DISTINGUISHES the problem of 
economic development today from that 
of the late nineteenth century? Con- 
sideration of this question is obviously 
of interest to the economic historian, 
since differentiating the nineteenth 
century from the present day can serve 
to point up some of the salient features 
of growth. But the question is of inter- 
est to policy-makers as well. They are 
faced with the urgent task of fostering 
development in those countries that 
have never begun to develop, and in 
those countries where development is 
still in its early stages and where its 
future is uncertain. They must inevi- 
tably ask themselves whether or not the 
best policy would be to attempt to re- 
create those conditions that were so 
successful in the past in other countries. 

On the central issue of what must 
ultimately be done to achieve economic 
development and an increase in per 
capita real income, there is substantial 
agreement. What distinguishes the de- 
veloped countries from the underde- 
veloped is principally the size of the 
capital stock relative to the working 
force. Capital must be accumulated in 
order that the productivity of the work- 
ing force may be increased. But the 
ability to accumulate capital is itself 
largely a function of current output; 
and the lower the level of output, the 
larger will be the proportion of that 
output devoted to consumption, hence 


the smaller the proportion devoted to 
new investment or capital formation. 
Given the size of the working force and 
assuming full employment, the only 
way to increase output is by making 
that working force more productive, 
and this generally requires an increase 
in capital accumulation. Some of this 
capital may be provided from the out- 
side, thus alleviating the problem; but 
most of it will have to be provided in- 
ternally, which means that saving out 
of current income, and productive in- 
vestment, must be increased. For most 
of the underdeveloped countries, where 
current income hardly suffices to pro- 
vide a subsistence level of living for the 
majority of the population, this is a 
very difficult task. 

On the question of how best to 
achieve an increase in the capital stock 
relative to the working force, there is 
much less agreement. This difference in 
view concerns the direction of develop- 
ment (the allocation of resources that 
should be aimed at), as well as the rate 
of development (the rapidity with 
which the underdeveloped countries 
should attempt to accumulate capital). 
In many quarters, particularly in the 
already developed countries, there is a 
tendency to advocate a relatively slow 
rate of development along lines that 
will make best use of current factor 
endowments. Since capital is the rela- 
tively scarce factor of production in 
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underdeveloped countries, this means 
emphasis on such improvements in 
agriculture and other primary produc- 
tion as can be undertaken with a mini- 
mum of investment in capital stock. In 
this view, light manufacturing indus- 
tries may be feasible in those countries 
with an “excess population,’ but the 
attempt to industrialize in emulation of 
the already developed countries must 
be doomed to failure. Internally, it will 
be inflationary, and by discouraging 
saving, will most probably retard de- 
velopment rather than accelerate it. 
For the rest of the world, it may de- 
crease real income because of uneco- 
nomical multiplication of facilities and 
a consequent reduction in world trade. 
Exponents of this view frequently refer 
to recent history as evidence of the 
wiseness of their position. Many of the 
countries with the highest per capita 
real income developed in the late nine- 
teenth century and the early twentieth: 
Canada, Australia, New Zealand, Ar- 
gentina; and all of these countries were, 
initially at any rate, principally sup- 
pliers of foodstuffs and raw materials 
for world markets. 

A corollary of this view is that most 
of the development should be’ left to 
private enterprise and the pricing 
system should remain the principal re- 
source allocator. This would assure the 
selection of such lines of development, 
as well as methods of production, as 
would make use of relatively abundant 
resources and economize on_ scarce 
capital. This would also tend to maxi- 
mize the ratio of final output to capital 
inputs, to emphasize less capitalistic 
rather than more capitalistic produc- 
tion, thus speeding up the short-term 


increase in aggregate output of final 
consumer goods which is so badly 


needed to avert social and political — 


upheaval. 

The other view, frequently held in 
the underdeveloped countries them- 
selves, takes issue on each of these 
points. Very important, in this view, 
is that the rate of development must be 


rapid, despite the “growing pains” this 
may cause, since otherwise development | 


is likely to come to a halt and stagnate — 


before it has had a chance to proceed! 


very far. Also, development along lines 
that would make use of resources that 
are relatively abundant and therefore 
cheap would tend to perpetuate em- 
phasis on relatively low-value lines of 
production, hence perpetuate also the 
division of the world into backward 
and advanced sectors. Finally, the gov- 
ernment must enter actively into the 
development program, not merely indi- 
rectly through monetary and fiscal poli- 
cles to promote savings, but directly 
through the provision of those capital- 
intensive projects we call “social over- 
head capital,’ such as transportation, 
power, irrigation, even technical educa- 
tion, since private enterprise is likely 
to shun this sort of investment both 
because the period of investment is too 
long and because the profit prospects 
are too uncertain. 

Much of the analysis to back up this 
view stems from a comparison of the 
late nineteenth century conditions that 
were so conducive to development in 
other countries with conditions in the 
underdeveloped countries today. It 
seems worth while, therefore, to set out 
the following notes, which are not 
meant to be exhaustive but rather to 
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explain briefly some of the more im- 
portant points of comparison that are 
of significance today in the considera- 
tion of policy. 


I. 


The first difference that comes to 
mind is that many of the currently 
underdeveloped countries, particularly 
the countries of Asia, have a very large 
population relative to capital and land 
resources. On the other hand, there 
are others where this is not the case 
(most of the Latin American countries), 
where capital is the primary scarce fac- 
tor, so that the quantitative factor 
ratios are substantially similar to those 
in the countries that developed in the 
late nineteenth and early twentieth 
centuries. But one difference is com- 
mon to virtually all of the currently 
underdeveloped countries. The people 
who migrated to the United States, 
Canada, Australia, and New Zealand 
were a bourgeois, educated, thrifty 
population that came largely from 
Western European countries that had 
commenced their emergence from a 
feudal, self-subsistence economy several 
centuries back. They were accustomed 
to a market economy and to the social 
and political values associated with 
modern industrial society. Many of 
them brought skills that had been de- 
veloped gradually over generations in 
the countries from which they came. 
Some of them even brought capital, or 
a knowledge of business practices and 
ties with the capital markets of Europe. 
Virtually all of them brought a psycho- 
logical and social readiness to create 
those conditions and institutions in the 
new countries that would best aid in 
economic development. Their quarrel 


with the old order had occurred in the 
past: as to the future, there was sub- 
stantial agreement that economic 
growth must be an essential ingredient 
of whatever pattern society would take. 

In contrast, most of the underde- 
veloped countries today are divided 
into sectors: the modern commercial 
sector, which is generally associated 
with primary products distribution to 
world markets and which tends to be 
concentrated in a few urban areas; and 
the “native” sector, which comprises 
most of the population and in which 
the level of education and skill and the 
social attitudes generally go back much 
further in time than those that ob- 
tained among the migrants of the nine- 
teenth century. In fact, it is only fairly 
recently that this sector has come out 
of its isolation, made aware of the vast 
difference in living standards between 
the backward and the high-income 
areas by the growth of communications 
and the spread of literacy. As yet, there 
is mainly the desire for development; 
the skills, the education, the social at- 
titudes, have lagged behind. 

In the view of many in the under- 
developed countries, this lag has been 
accentuated by land tenure conditions 
and the concentration of large holdings 
in relatively few hands. In spite of low 
productivity per acre or per worker, 
ownership of sufficient land can assure 
high income to the owner. Feudalistic 
landowners frequently fear that the 
growth of light manufacturing enter- 
prises would siphon off population from 
the land and give rise to a demand for 
a larger share of agricultural income on 
the part of those tenants or workers 


remaining, thus cutting into rents or 
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profits and necessitating the introduc- 
tion of more modern, capital-using 
methods. Hence there is frequently re- 
sistance to any sort of development. 
This resistance may be considered irra- 
tional, since development would ex- 
pand aggregate income and markets; 
but there is always the fear that in a 
dynamic society others may capture the 
fruits of progress. Lack of skills and 
education among the bulk of the popu- 
lation, hence of demands for change 
by them, serve to reinforce the status 
quo. 


II. 


Prior to World War I there was a 
great deal of foreign investment in the 
new countries, and most of it went into 
transportation facilities and public 
utilities. This served to open up new 
lands and make available a flow of 
primary products back to Europe. To- 
day, private investors are reluctant to 
undertake this sort of investment in 
underdeveloped countries. There are a 
number of reasons for this. First of all, 
some of these investments turned out to 
be unprofitable from a private point of 
view, even though the economic gain 
to the country as a whole from the 
point of view of development may have 
been substantial; and the memory of 
such losses serves to deter investment 
today. Secondly, the period of invest- 
ment in such public overhead capital 
is generally very long. Since such invest- 
ment is designed to open up new terri- 
tories or to make possible new methods 
of production, and since its profitability 
is largely dependent upon the growth 
of final output that results, the investor 
must generally wait a long time before 
the profits are worth while. In the late 


nineteenth and early twentieth centu- 
ries, when economic growth in Europe 
had been proceeding at a rapid rate, 
when political, social, and economic 
institutions both at home and in the 
new countries seemed so stable, and 
when general optimism ran high, in- 
vestors were more willing to undertake 


| 
| 
| 
| 
| 
| 
| 
| 
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long-term investments of this sort. To-_ 


day there is much more uncertainty 
with respect to the future of the under- 
developed countries. There have been, 
foreign investments in transportation’ 
facilities and public utilities in the 
underdeveloped countries in recent 
years, but most of these have been in- 
cidental to the development of particu- 
lar resources to be sold in world 
markets, and have by no means always 
coincided with the over-all develop- 
ment needs of these countries. 

Thirdly, if foreign investment is to be 
forthcoming, these investments must be 
profitable not only internally but ex- 
ternally as well: the foreign investor 
is interested in being able to transfer 
his profits into his own currency. The 
“foreign exchange” profitability of such 
investments is therefore dependent on 
an outflow of products from the bor- 
rowing to the creditor country, which 
in turn depends on a number of factors, 
such as the growth of productivity in 
the underdeveloped countries relative 
to developed countries, the change in 
local requirements, and the terms of 
trade or the ratio of export prices to 
import prices. Fifty years ago, all of 
these held promise of working out well, 
whereas today there is considerably 
more doubt on this score. This makes 
foreign investment in public overhead 
capital an uncertain venture. 
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III. 


In the new countries of the late 
nineteenth and early twentieth centu- 
ries, much of the development (though 
by no means all) took the form of in- 
creased production of primary prod- 
ucts, both foodstuffs and raw materials. 
This was logical, in a land-plenty, 
labor- and capital-scarce economy. The 
underdeveloped countries today are 
being urged to follow the same path of 
development, largely on the ground 
that capital is relatively scarce and that 
it may be possible to introduce simple 
improvements in techniques of agricul- 
tural production that will not be expen- 
sive in terms of capital inputs. Such 
improvements would of course be all to 
the good, but they can be overempha- 
sized. The primary goods development 
of the late nineteenth and early twen- 
tieth centuries was successful, at the 
time, not so much because it merely in- 
creased the supply of such output but 
because this increase in supply potential 
coincided with increased demand com- 
ing both from the countries of Western 
Europe and from the growing indus- 
trialization in the new countries them- 
selves. When the rate of growth in 
Western Europe slowed to a crawl in 
the decade after World War I, the new 
primary goods countries began to run 
into trouble with a reduction in their 
export prices relative to import prices 
and a consequent fall in real income. 
For a while, the relative reduction in 
export prices could be offset by im- 
provements in productivity, so that the 
factorial terms of trade (i.e., terms of 
trade adjusted for productivity 
changes) remained fairly favorable, but 
the abrupt decline in world industrial 


growth in the Great Depression caused 
the position of primary goods producers 
to deteriorate even more sharply. 

The balance between primary goods 
output and industrial growth is a pre- 
carious one. As real income per capita 
grows, consumption of foodstuffs does 
not increase proportionately, so that 
any given rate of growth of foodstuffs 
output must require a larger rate of 
growth of industrial income. A similar 
relationship most probably holds true 
between raw material output and in- 
dustrial output, since the growth of 
industrial output consists in part of in- 
creased fabrication of given raw ma- 
terial inputs and since synthetics have 
been evolved to take the place of 
“natural” materials. In the nineteenth 
century the rate of growth of popula- 
tion and output in the industrial sec- 
tors, both in Europe and in the new 
countries, was sufficiently rapid to as- 
sure the new primary producers of ex- 
port markets. These countries were thus 
able to earn foreign exchange to pay 
for the increasing amounts of industrial 
imports that their growth required. 

It is obvious that in the heavily popu- 
lated countries of Asia development can 
hardly proceed through agricultural 
and raw material growth alone. These 
countries have a good deal of disguised 
unemployment on the land, and many 
experts believe that some movement of 
population away from the land would, 
in and of itself, increase agricultural 
output, with no increase in capital in- 
puts. Any improvement in techniques 
through increased capital inputs would 
increase the “surplus” of population 
and render even more pressing the 
need to provide increased industrial 


8 CURRENT ECONOMIC COMMENT 


employment. But even in other under- 
developed countries, where there 1s 
little or no disguised unemployment, 
some development of secondary and 
tertiary employment is probably neces- 
sary if productivity in primary indus- 
tries and over-all real income are to 
increase. An increase in labor produc- 
tivity means that the same output can 
be produced with fewer inputs of man- 
hours of labor, thus necessitating the 
movement of the “surplus” labor to 
other lines of production, or that the 
same labor inputs can produce a larger 
output, thus making available “exports” 
either to industrial areas in that country 
or to foreign countries. 

The profitability of technological im- 
provements in primary production is 
thus tied up with the terms of trade, 
and an important factor influencing the 
terms of trade of primary products is 
the level of demand in the industrial 
sector. Industrial demand must grow at 
a relatively high rate if the many 
countries now wanting to develop are 
to find adequate markets for their pri- 
mary goods output. It was the failure 
of the industrialized countries to grow 
at the required rate, and the danger of 
sharp fluctuations in the rate of growth, 
which was largely responsible for the 
emphasis on industrialization and di- 
versification in the primary goods pro- 
ducing countries in the interwar period. 

It is the substance of this view that, 
contrary to an argument frequently 
voiced, industrialization of new markets 
need not decrease the markets of older 
countries. If the rate of growth in the 
newly developing countries is suf- 
ficiently high, the older manufacturing 


countries need not suffer unemploy- 


ment in their export industries and a 
resultant slowing down in their rate of 
growth. Great Britain is generally cited 
as the example of an “older” country 
that stagnated because of loss of ex- 
port markets; and this is one of the 


factors that leads many economists in ~ 


the already industrialized countries to 
advocate primary-production growth 
in the 
But _ this 


and oppose industrialization 


underdeveloped countries. 


argument fails to consider all relevant j 
circumstances, first because if the un- © 


derdeveloped countries are to develop, 
they must undertake some industriali- 
zation as well, for the reasons already 
given; and second, because there is no 
valid reason why industrialization in 
the developing countries must cut down 
the exports of the older countries. It is 
true that such development will necessi- 
tate adaptation in the older countries, 
the shifting of resources to new indus- 
tries, and this may be difficult to 
achieve. But the older countries will 


find that the demand for their output | 


is increasing, rather than decreasing, | 
as a result of the development of new | 
countries; and if their economies are | 


flexible enough, they should be able to 


take advantage of this demand. General _ 


economic development in the low- 
income countries, including some diver- 


sification, will provide more scope for | 


income expansion in the older countries 
than an attempt at primary-goods ex- 
pansion alone. 


IV. 


There are, however, two difficulties 
in a policy of industrialization, in ad- 
dition to the socio-political difficulties 
already mentioned, that are frequently 
overlooked. These concern the scale of 
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investment, both in the economy as a 
whole and within the individual firm. 
If private investment is to be forth- 
coming, public overhead capital must 
be provided; and this is an area in 
which government must step in and 
supply the bulk of the capital, since 
private investors, whether at home or 
abroad, will be reluctant to do so. In 
countries with a substantial amount of 
disguised unemployment, it is not diffi- 
cult to secure the labor necessary for 
such undertakings. But these laborers 
must eat while they are at work on 
the new projects, and will probably 
insist on increasing their living stand- 
ards somewhat compared with their 
previous position. It is in part for this 
reason that an increase in agricultural 
production must accompany the at- 
tempt to industrialize. Also the building 
up of public overhead capital will give 
rise to an increased demand for im- 
ports, in part because of particular 
products now required by the new in- 
vestment but not produced at home, 
in part because of the increased income 
spilling over into an increased demand 
for imported consumer goods and 
services. And the same analysis holds 
true for the building up of private 
manufacturing or service facilities, 
which, after all, the public capital is 
designed to stimulate. 

If foreign capital is not available, 
or is not available on a sufficient scale, 
domestic savings will have to be in- 
creased, which means that domestic 
real consumption will have to be re- 
duced. In other words, resources must 
be transferred from current consump- 
tion output to investment goods output 
or to exports, which, considering the 


lowness of income levels in the under- 
developed countries, is a difficult task. 
If there is unemployment to begin with, 
there will be some leeway; but it is 
unlikely that capital formation can be 
undertaken without some sacrifice in 
terms of current living standards. At 
best, living standards will fail to in- 
crease at the outset of development. 

It may be argued that this problem 
of capital formation is no greater today 
than it was fifty years ago. But there are 
two factors that do make it more diffi- 
cult. One is what has come to be 
called the “demonstration effect” with 
respect to consumer expenditures. With 
living standards in the developed coun- 
tries very high, and with the growth 
of communications which has served to 
show people in the low-income coun- 
tries the very large gap between their 
levels of living aid those elsewhere, 
there is an almost insatiable demand 
for an immediate increase in real con- 
sumption. It is therefore increasingly 
difficult to promote the savings neces- 
sary to release resources to the new in- 
vestment projects or to exports. In the 
late nineteenth and early twentieth 
centuries there was a bunching-together 
of development in new countries, while 
living standards in many of the coun- 
tries of Western Europe had not risen 
significantly. Today the gap in living 
standards is much greater, and so is the 
awareness of that gap. 

Secondly, the amount of investment 
required in capital stock, both in public 
overhead capital and in private firm 
plants, is probably larger today, as a 
ratio to the short-run increase in output 
that this investment will make possible, 
than it was fifty years ago for the 
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countries developing at that time. This 
implies, of course, that the newly de- 
veloping countries are attempting to 
build up a capital stock that is sub- 
stantially similar, as far as it goes, to 
the capital stock currently in use in the 
developed countries. In this (as in their 
failure to increase savings sufficiently to 
offset new investment) they have fre- 
quently been criticized by some econo- 
mists, who have urged, instead, that 
new investment as a ratio to increase 
in output be kept at a minimum. In the 
case of public overhead capital, how- 
ever, where the life of the plant is 
generally long, there is an understand- 
able reluctance to invest in plant that 
may be economical today but will 
presently become less and less economi- 
cal as development progresses and fac- 
tor ratios and prices change. Even in 
the case of private investment in manu- 
facturing or service facilities, it is diffi- 
cult to use methods of production that 
seem antiquated compared with the 
modern methods used elsewhere. Some 
difference in methods there should be, 
since capital is scarce and expensive 
and labor is relatively cheap, so that 
low wage rates can be expected to off- 
set, at least in part, the relatively large 
labor requirements necessitated by the 
capital-economizing methods. But there 
are other factors which tend to increase 
labor costs in newly developing coun- 
tries such as lack of education and skill 
on the part of workers, lack of famili- 
arity with a market economy, and the 
frequent appearance of labor bottle- 
necks leading to work stoppage. Low 
wage rates cannot always be counted on 
to offset all of these cost-increasing ele- 
ments as well as the low labor produc- 


tivity that results from the use of 
less-capital-intensive methods of pro- 
duction. Much of this argument is 
really the application of the infant in- 
dustries argument to the economy as a 
whole. 

Finally, in those countries in which 
population is increasing rapidly, a sub- 
stantial amount of new investment is 
needed annually just to keep pace with — 
population growth. Since population 
must be equipped, it probably will not} 
be possible to increase income per per- 
son significantly unless the net invest- 
ment rate (saving) exceeds the rate of — 
population growth. This is one of the 
factors that accounts for the poor show- 
ing of the underdeveloped countries 
with respect to per capita income in- 
crease in recent years. The spread of | 
sanitation and better education has _ 
reduced the death rate; thus a con- 
siderable proportion of annual net in- 
vestment has been “absorbed” by the 
growing population and has failed to 
increase per capita income as much as | 
would have been expected. 


V. 


It is frequently assumed that merely 
because capital is relatively scarce and 
expensive in the underdeveloped coun- | 
tries, that because they lack much of | 
the capital stock we have come to con- 
sider as virtually indispensable, invest- 
ment in these countries must be very 
profitable. Many investments in these 
countries have been very profitable in 
the past, but a large percentage of them 
centered around the production of raw 
materials and foodstuffs for exportation 
to world markets. Demand, therefore, 
was world demand, and the profit- 
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ability of investment depended on 
world income and prices and on rela- 
tive costs of production. In the case of 
industrialization, the relevant market 
today is not the world but rather the 
home market. Prospective investors 
therefore face not only the relatively 
high investment and high costs already 


discussed, but also the question of how 


rapidly the domestic market will grow. 
Investment in durable plant is likely to 
be forthcoming even though initial 
costs may be high if there is an expec- 
tation that the growth of the market 
will prove the investment to have been 
worth while. But if there is a good deal 
of uncertainty as to that growth, in- 
vestment will not be forthcoming. We 
have here the paradox of relative cur- 
rent scarcity of capital and, at the 
same time, reluctance to undertake pro- 
ductive new investment. 

There are several factors which limit 
the expected rate of growth of the un- 
derdeveloped countries, or at least 
create sufficient uncertainty to cause 
investors to be reluctant to undertake 
long-term productive investment. One 
is uncertainty with respect to world 
demand for the country’s exports. Be- 
fore World War I, confidence ran very 
high, whereas today it does not. Any 
worsening of the terms of trade with- 
out a corresponding increase in produc- 
tivity will cut into the earnings of the 
export industries; and since these gen- 
erally constitute a large proportion of 
total income in these countries, the fear 
on this score is understandable. 

Another important factor is the dis- 
tribution of income. Most observers 
agree that income is much less equally 
distributed in the underdeveloped than 
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in the developed countries. Lack of dy- 
namic change, precapitalist values and 
attitudes, and the extremely unequal 
distribution of land all tend to produce 
great extremes of poverty and wealth. 
Most prospective investors expect a 
return on their investment consonant 
with upper-income-group incomes. This 
has the effect of limiting the range of 
“profitable” investments and in turn 
restricting the development process. In 
perpetuating the existing pattern of 
income distribution, it also reduces the 
rate of future growth of the market by 
limiting aggregate consumer expendi- 
tures. 

A third factor is that in undertaking 
new investment, there is generally some 
choice between investing “long” and in- 
vesting “short,” between the building 
up of a capital stock that will add to 
productivity and yield a moderate re- 
turn over a relatively long period of 
time, and the horizontal addition of 
facilities that may not do as much for 
productivity but will yield a high 
rate of return and can be written off 
quickly. Sharp fluctuations in prices 
and incomes tend to promote the latter 
type of investment rather than the 
former. Many observers, deploring this 
tendency toward “speculative” invest- 
ments in the underdeveloped countries, 
have laid the blame on inflation. But 
probably more important than inflation 
is the expectation of a decline in prices 
associated with the principal exports. 
When export prices are high, there is 
a rush into this sort of speculative in- 
vestment, with the hope that profits 
can be realized before export prices and 


money incomes decline. 
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As against these factors reducing the 
incentive to undertake productive in- 
vestment in the underdeveloped coun- 
tries, there is one that has frequently 
been alluded to as inducing invest- 
ment: the rapid growth of population 
in many of these countries. Once the 
initial hump of development has been 
passed, so that per capita real income 
and savings are increasing, population 
growth should be a powerful stimulus, 
as it was in the nineteenth century. But 
in the initial stages of development, 
when the capital stock must be increas- 
ing sharply and when per capita real 
income has not yet grown sufficiently 
to yield either increased saving or di- 
versification of consumer expenditures, 
it is more likely to constitute an impedi- 
ment to development rather than a 


stimulant, since it will reduce the per- 
centage of annual net investment that is 
available for increasing per capita 
income. 

These notes have been set down in 
an attempt to explain some of the 
differences between the problem of eco- 
nomic development in the late nine- 
teenth and early twentieth centuries 
and the problem of economic develop- 
ment today. Obviously in specific in- 
stances there are other differences as; 
well, such as differences in resource en-— 
dowments, in climatic conditions, in 
accessibility to world markets, and in 
cultural change. But the problems ana- 
lyzed here confront most of the under- 
developed countries, at least in some — 
degree, and so must be reckoned with 
in evaluating particular situations. | 
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I 


ECONOMISTS have, broadly speaking, 
two different standard views or theories 
about the economic consequences of 
unions during periods of economic con- 
traction. One is that the resulting wage 
rigidities prevent the normal downward 
adjustment of costs and hence worsen 
the economic collapse as business is dis- 
couraged from spending more, hiring 
more, and lowering prices. The other 
and more modern view is that union re- 
sistance prevents destructive competi- 
tive wage cutting. The beneficial effects 
of the resulting wage rigidity are said 
to be: one, that the volume of employ- 
ment and aggregate demand are to that 
extent sustained (since the wage elas- 
ticity of demand for labor is presumed 
to be relatively low) ; and two, that the 
expectation of no further wage reduc- 
tions will prevent business from post- 
poning intended investments until 
wages and other costs fall further, to 
that extent moderating the severity of 
the downturn. 

These points have been contested 
back and forth for years, particularly 
since the advent of the Keynesian em- 
phasis on aggregate consumption, the 
distinction between money and real 
wages, and the relation of these to the 
marginal efficiency of capital, the rate 
of interest, and investment. It is neither 
necessary nor desirable to review these 
arguments here. Everybody does or 


should know them by now. But 
wherever one stands with respect to 
their merits or shortcomings, one thing 
seems certain — the general disposition 
of economic policy-makers in all free 
democracies seems to favor the more 
modern argument. This is of great im- 
portance in trying to anticipate some 
of the things that may happen in any 
future recession or depression. 

The widespread endorsement of this 
second or Keynesian view (if we may 
call it that) is part of the larger and 
truly remarkable changes in social, eco- 
nomic, political, and government theo- 
ries that have swept the free democra- 
cies since the Great Depression. It 
marks the triumph of the idea of the 
compensatory state, the idea that gov- 
ernments can and probably should 


*The Keynesian argument has, of course, 
been refined and developed since its original 
exposition in the General Theory. The more 
modern position centers on adverse antici- 
pations respecting the possibility of further 
wage and price cuts and of further curtail- 
ment of demand. In the present argument, 
as will be seen, what happens to prices and 
demand is assumed to be closely related — 
or at least thought by business to be closely 
related —to what happens to wages. The 
best statement of the neo-Keynesian view, 
with special reference to the post-Keynesian 
revision of the classical position (as enun- 
ciated by A. C. Pigou) that full employ- 
ment can be automatically achieved, in spite 
of Keynes’ criticisms, has been made by Don 
Patinkin, “Price Flexibility and Full Em- 
ployment,” American Economic Review, 
XXXVIII (September, 1948), 564. 
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maintain minimum levels of economic 
welfare by means, at least, of appro- 
priate fiscal and monetary measures. It 
marks if not a triumph over the vener- 
able axiom that “that government 
governs best which governs least,” cer- 
tainly a momentous redefinition of the 
content of “least.” It signals the end of 
an old and the beginning of a new era 
in the public’s conception of legitimate 
government “intervention” in economic 
affairs. Specifically, it involves the mass 
triumph of the conscious» realization 
that if the economic system exists for 
the welfare of its inhabitants then the 
latter have both the right and the duty 
to manipulate the former with the ob- 
ject of improving its performance, even 
when it is conceded that there is a long- 
run tendency for the system to be self- 
correcting. 

If this is true, then we are likely to 
see in any future recession or depression 
the public and the government on the 
side of resistance to wage cuts — not 
because that is necessarily among the 
best ways for improving the perform- 
ance of the system, but because it has 
the obvious advantages of appearing 
offhand to assure at least no change in 
present aggregate purchasing power, 
and of having greater political appeal 
than permitting wage reductions. If 
such resistance is likely to be forthcom- 
ing and effective, then it is worth con- 
sidering whether the effects of wage 
rigidities noted in the first paragraph 
of this paper really exhaust the possi- 
bilities. 

II. 

In addition to the ideological changes 
cited in the preceding section, a note- 
worthy institutional development in the 
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American economy since the 1930’s is 
the growth of labor unions. From a 
total membership of less than 3 million 
in 1933, unions now have a combined 
membership of nearly 16 million. Ap- 
proximately 6 percent of the labor force 
was organized in 1933, as against nearly 
24 percent in 1953. But not only has 
there been a fourfold increase in the 
proportion of the unionized labor force; 
what is more important, most of this 
expansion has been localized in our, 
technically most important, biggest, and! 
most monopolistic industries, with many 


of these being from 80 to 100 percent 


organized. 


These combined circumstances (as 


well as others to be noted shortly) have | 


created dimensions for any future reces- 


sion which did not exist in past reces- | 


sions. And these are likely to have 
consequences that appear pretty gener- 
ally to have escaped attention. The 
object of this paper is to suggest certain 
of such possible consequences. 


The discussion is best handled in the | 
context of the extent of unionization in 


the modern economy. The other 


changes in economic institutions and 


particularly in policy attitudes may be | 


viewed as reinforcing the impact of the 


present mass unionization of economi-— 
cally strategic industries, rather than | 


being simply parallel to it. 


Hil. 


There can be little doubt that rea 


gardless of what it is that unions are 
trying to maximize — the wage bill of 
all workers, the wage bill of union 
members, the number of persons em- 
ployed either full or part time, or total 
hours or wages of the employed work- 
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ers — they will resist wage cuts during 
recession.” Indeed, there is some evi- 
dence that they will attempt to obtain 
wage increases during threatening or 
actual recession on the grounds that 
bolstering purchasing power will bolster 
the economy. Both AFL and CIO lead- 
ers offered suggestions along this line 
during the 1953-54 recession. The CIO 
executive board proposed a ten-point 
program “to stop the recession and re- 


by 


store prosperity to America,” including 


a provision to “strengthen collective 
bargaining to produce higher wages.’ 
The CIO went on record as favoring 
wage increases during the early stages 
of recession as a means of reversing the 


*Even though there is some evidence of 
unions’ accepting wage reductions from 
time to time, there is no evidence of a 
general tendency for the union movement 
as a whole to accept them — either now or 
in the past. The recent case of the UAW- 
CIO local at the Toledo Kaiser-Willys plant 
negotiating a five-cent-an-hour wage cut 
cannot be taken as evidence of union willing- 
ness to accept reductions for anti-recession 
‘purposes. Kaiser-Willys has many unusual 
problems which are only indirectly and re- 
motely related to the 1953-54 recession. 
Union conciliation in this case reflects 
mainly the exceptionally good company- 
union relations that have prevailed in the 
past. 

As for other past cases of unions’ accept- 
ing wage reductions, the preponderance of 
evidence shows that this was generally done, 
not because of the unique problems caused 
by recession, but because the situation in- 
volved firms in declining industries, firms 
in declining industrial locations, firms with 
special problems not caused primarily by 
recession and not primarily remediable by 
a return to prosperity. Such cases, no mat- 
ter how numerous, cannot very well be 
cited as evidence of union willingness to ac- 
cept wage reductions during periods of 
general economic crisis. 

3See “CIO Board Suggests ‘Positive 
Steps’ for Avoiding Big Depression,” Wail 
Street Journal, March 24, 1954. 


unfavorable economic trend. This posi- 
tion was argued in 1948 and 1949 in 
several monographs prepared for the 
CIO and the United Steel Workers of 
America (CIO).* In substance the 
argument was that the time to raise 
wages is when the decline in demand 
makes it difficult to raise prices. The 
resulting higher purchasing power 
would restore demand, thus increasing 
the ability to pay higher wages and 
improving the climate for investment. 
Wage increases in such instances, it was 
argued, should be based on ability to 
pay as evidenced by the continuation of 
high profits. Money that would ordi- 
narily go into idle, uninvested profits 
would go into wages which would be 
spent. 

The uneasy assumptions and logical 
pitfalls of this analysis have been amply 
demonstrated by others.’ There is no 
need to repeat them here. However, 
the fact that such proposals have been 
and are being offered suggests that ex- 
pectations that unions will, on the 
whole, permit wage reductions are very 
optimistic indeed. At the least it may be 
expected that unions will insist that 
wages not be reduced, and at the most 
that they be raised. This is not only 


*Robert R. Nathan and Oscar Gass, A 
National Wage Policy for 1947 (Washing- 
ton: Robert R. Nathan Associates, Inc., 
1948); A National Economic Policy for 
1949 (Washington: Robert R. Nathan As- 
sociates, Inc., 1949) ; and Economic Position 
of the Steel Industry, 1949 (Washington: 
Robert R. Nathan Associates, Inc., 1949). 

Sumner H. Slichter, “Raising the Price 
of Labor as a Method of Increasing Employ- 
ment,” Review of Economics and Statistics, 
XXXI (November, 1949), 283-88; and Ed- 
ward S. Mason, ‘‘Prices, Costs, and Profits,” 
in Money, Trade, and Economic Growth, 
(New York: Macmillan Company, 1951), 
pp. 177-90. 
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the logic of the situation as it has been 
crystallizing over the years and particu- 
larly during the 1953-54 recession; it 
is also part of the normal logic of 
unions acting as protective shields for 
their members. 

The capacity to enforce demands 
differs, of course, from one union to 
another, just as capacity and willingness 
to resist such demands differ among 
companies. Furthermore, an announced 
wage policy by national union leaders 
is no guarantee that it will be honored 
all the way down the union hierarchical 
line. The powers of the CIO and the 
AFL leaders to enforce their policy 
declarations are notoriously weak. The 
powers of parent unions to compel com- 
pliance are greater, but much less 
among CIO than among AFL affili- 
ates.© The willingness of these leaders 
to whip locals into line varies from 
union to union, depending upon the 
strength of the leadership, the admin- 
istrative structure of the union, the 
various needs of the particular locals, 
services and aids they receive from their 
respective parent organizations, and the 
degree of their dependence on these 
services and aids. Our highly decen- 


*'The instances of national wage policy 
being proliferated throughout an entire in- 
dustry are, of course, better known in the 
CIO than in the AFL. But there is a great 
deal of this sort of thing going on among 
AFL affiliates as well. What is unique about 
AFL unions’ capacity to compel compliance 
on the local level is that many of these 
unions have life insurance, retirement, and 
burial insurance, as well as other benefit 
programs administered by the national 
offices. Under some circumstances their con- 
tinued availability to the membership may 
be jeopardized. Failure on the part of 
member locals to adhere to national policy 
is one of the more important of such cir- 
cumstances. 


tralized and compartmentalized union | 


structure generates and permits consid-_ 


erable local defection from policies” 
enunciated at higher levels. Thus some 
of the efforts of top union leaders to 
implement their policy declarations 
throughout their respective unions will 
be confounded by local unwillingness or 
inability to go along with the national 
policy. But since the policy involved 
under the present assumed conditions is 
resistance to wage cuts, it may confi- 
dently be expected that local leaders 
will attempt resolutely to follow the 
national line. To do otherwise would 
be to favor wage cuts, and that is never 
a wise policy for a local leader who 
cherishes his office." To violate a na- 
tional policy of resisting such cuts 
would be an especially venturesome and 
imprudent assertion of local autonomy. 
We may expect, therefore, that in spite 
of conditions permitting deviation from 
national policies, when the policy is 
one of resisting wage cuts during reces- 
sion and depression it is likely to re- 
ceive the solid and aggressive support 
of all union members and officers. 
With nearly 16 million members thus 
resisting wage reductions, particularly 
in the imposing list of industries which 
are from 80 to 100 percent organized 
by labor unions,® it may be expected 


"Defections from the national line may of 
course be permitted to enable local accom- 
modation to the peculiarities of special situ- 
ations. Thus an organized plant in a highly 
competitive but only partially organized in- 
dustry may be compelled to cut prices and 
costs, a situation which in the past has 
often elicited union willingness to take 
wage reductions. 

“Such as nonferrous metals, automobiles, 
cement, steel, glass, rubber, coal mining, con- 
struction, longshoring, maritime, railroads. 
men’s and women’s clothing, shipbuilding, 
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that marginal prime costs in these in- 
dustries will remain high. This means 
relatively rigid prices, even with a 
substantial decline in demand. Add to 
this list the important industries which 


~ in 1946 had between 40 and 80 percent 


of their wage earners under union 
agreements,’ and the prospect of wage 
rates remaining stable in the basic and 
technically important industries during 
any present or future recession becomes 
very real. Combine these sources of 
wage rigidities with (a) public policy 


_ declarations against wage cuts, (b) the 


evident sensitivity of modern business 
to public opinion, (c) the relative price 
inelasticity of demand for the products 
of most of these industries, (d) the ex- 
tensively monopolistic character of 
modern industry, and (e) the strong 
demonstrated “tendency of variable 
costs per unit of output to be stable 
with respect to changes in the volume 
of output” in many of our basic indus- 


tries,?° and rather widespread wage and 


agricultural implements, and rayon. See 
U. S. Department of Labor, Bureau of 
Labor Statistics, Extent of Collective Bar- 
gaining and Union Recognition, 1946, Bulle- 
tin No. 909, 1947, p. 2. 

®Book and job printing and publishing, 
canning and preparation of foods, machinery, 
paper and pulp, petroleum refining, steel 
products, railroad equipment, banking, 
chemicals other than rayon, flour products, 
furniture, lumber, paper products, shoes, 
telephones, and stone and clay products. 

10 See E. S. Mason, “Competition, Price 
Policy, and High-Level Stability,” address at 
the Economic Institute on Pricing Problems 
and the Stabilization of Prosperity, con- 
ducted by the Chamber of Commerce of the 
United States, September 18, 1947, re- 
printed in part in Richard M. Alt and 
William C. Bradford, Business Economics 
(Homewood: Richard D. Irwin, Inc., 
1953), p. 314. 


price rigidities during recession and de- 
pression become almost a certainty. 

To be sure, the evidence of the 1930’s 
indicates that wages and prices on the 
whole were more flexible and declined 
sooner and faster (although in only a 
few cases further) in the unionized than 
in the nonunionized sectors of the econ- 
omy.** But this has very little signifi- 
cance for conditions in the 1950’s. The 
organized industries in the 1930’s were 
those in which competition in the 
product market was and remains more 
keen than in the then unorganized 
sectors. Wages were determined more 
by the economic forces that shaped 
prices than by the institutional relations 
between labor and management. The 
1950’s find the industries characterized 
by considerable economic concentration 
to be as highly organized as the more 
competitive industries were in the 
1930’s. Moreover, today’s unions are 
distinguished from the unions of twenty 
years ago by having not only the sanc- 
tion and protection of accepted law, 
but also by having achieved consider- 
able political and market power and 
by substantial 
financial resources. 

In the context of the present discus- 
sion this means, certainly, that we can 
expect the forces of economic contrac- 
tion to produce a different wage-price 
picture in the 1950’s than they did in 
the 1930’s. Of course, to the extent that 
prices fall they will undoubtedly fall 
sooner and faster in the industries in 
which they fell sharply in the 1930's 
than in those in which they remained 


having accumulated 


4 See Joseph Shister, “A Note on Cyclical 
Wage Rigidity,” American Economic Re- 
view, XXXIV (March, 1944), 111-16. 
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sticky and which were at the same time 
less widely organized by unions. The 
reasons for such a more extensive and 
sharp decline will be the same reasons 
that explain the events of the 1930s — 
namely, that these industries are more 
competitive and that the assumed price 
elasticity of demand for their products 
is greater. But it will not be possible, 
as it was in the 1930’s, to demonstrate 
clearly a positive relation between the 
extent of unionization and wage-price 
flexibility. If any pattern develops it is 
likely to show a direct negative relation 
between extent of unionization and 
price flexibility. Indeed, it is one of the 
arguments of this paper that we may 
expect considerable wage and price in- 
flexibility to be associated with exten- 
sive unionization in any future recession 
or depression. 

If it is true that wage rates are not 
likely to fall part passu with production 
—or, at least, that employers think on 
the basis of their past dealings with 
unions that wages will be comparatively 
rigid in such an event — then we have 
a dimension in future recessions which 
was largely absent in prewar American 
recessions. Indeed, what may be more 
important than what would actually 
happen to wages during recession in the 
absence of businessmen’s expectations 
is that business will expect the com- 
bination of union and government re- 
sistance to wage cuts and the public’s 
disapproval of such cuts to produce 
wage rigidities during economic con- 
traction.” This expectation may be a 
more important new dimension than 
the actual institutional developments 


% Joseph Shister, “The Theory of Union 
Wage Rigidity,” Quarterly Journal of Eco- 
nomics, LVII (August, 1943), 522-42. 


that give rise to it. For the expectation | 
that the price of labor will remain rela- 
tively unchanged during an economic 
downturn will be viewed as reinforcing 
and tending to make more absolute 
such price rigidities as are known to be 
already present in the central oligopo- 
listic sector of the economy. The com- 
bination of these expectations and the 
known barriers to the smooth compen- 
satory operation of the market economy 
will create conditions which may very 
well alter entirely the pattern of the 
economy’s adjustment and readjust- 
ment to cyclical contraction. 

If orthodox or pre-Keynesian 
opinion suggests that a cumulating dis- 
equilibrium is accelerated if wage rates 
remain rigid during the contraction, 
flexible wages — and hence, according 
to this argument, flexible prices — 
would enable the system to adjust to a 
lower level of costs and enable and pay 
businessmen to invest more capital, 
produce more goods, hire more labor, 
and thus arrest, if not reverse, the de- 
cline. Whatever the merits of this 
argument when viewed in the context 
of a fully competitive economy, the 
fact is that ours is not and cannot be 
fully competitive. But this is no reason 
to conclude that the consequences of 
Wwage-price rigidities under less than 
pure competition will be the polar 
opposite of the consequences that con- 
ventional theory expects under wage- 
price flexibility. Indeed, it has been 
persuasively argued that under less than 
pure competition, once a recession has 
begun, price rigidities may have a 
stabilizing effect and may prevent the 
recession from spiraling into a depres- 
sion. As noted earlier, a widely held 
modern view on this matter, particu- 
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larly in respect to wages and other 
factor costs, is that once these have 
begun to fall they may help accelerate 
the rate of economic deterioration be- 
cause business tends to postpone 
planned expenditures and planned hir- 
ing in the expectation of wages falling 
even further.** Stable wages and other 
stable costs would prevent this accel- 
erated deterioration. Schumpeter and 
Boulding argue this position in respect 
to price rigidities in the monopolistic 
sectors of the American economy, and 
Galbraith cites it as a possible reason- 
able conclusion in connection with some 
of the economic effects of relatively 
rigid agricultural prices.** If rigid prices 
of some goods, which in many instances 
are costs to the producers of consumer 
goods, can under certain conditions be 
viewed as economic stabilizers, then 


*See, for example, Tibor de Scitovsky, 
“Capital Accumulation, Employment, and 
Price Rigidity,’ Review of Economic Studies, 
VIII (February, 1941), 69-88. For an ex- 
ploration of and critical comments on this 
position see Rendigs Fels, ‘““The Effects of 
Price and Wage Flexibility on Cyclical Con- 
traction,’ Quarterly Journal of Economics, 
LXIV (November, 1950), 596-610. Fels 
occupies himself with a number of other 
reasons why wage cuts may precipitate 
further economic contraction. He _ holds, 
however, that “. . . wage cuts may affect 
business confidence, but in which direction 
is not possible to foretell” (p. 601) and that 
in any event a postponement of expenditures 
could not endure indefinitely with recovery 
ultimately being established (p. 603). How- 
ever, see Patinkin, loc. cit., for his rejection 
of the relevance of this line of reasoning. 

* Joseph A. Schumpeter, Capitalism, So- 
cialism, and Democracy (New York: 
Harper and Brothers, 1947, second edition), 
p. 95; Kenneth E. Boulding, “In Defense 
of Monopoly,” Quarterly Journal of Eco- 
nomics, LIX, (August, 1945), 524-42; and 
J. K. Galbraith, “Economic Preconceptions 
and Farm Policy,” American Economic Re- 


view, XLIV (March, 1954), 50. 


under identical conditions so can rigid 
wages, which are also costs. 


IV. 


The question to be considered now 
is whether the combination of these 
rigidities, and particularly the wage 
rigidities that may be expected as the 
result of the widespread unionization 
of our basic and important industries, 
may not actually have a positive com- 
pensatory effect tending to promote re- 
covery once the recession has obviously 
taken hold. 

Wages and salaries together consti- 
tute between 60 and 65 percent of all 
combined costs in the American econ- 
omy. (Direct wage and salary costs 
are, of course, considerably less for 
many firms.) Since it is now generally 
agreed that wage changes in the whole 
economy pretty much parallel wage 
changes in the organized sectors, it may 
reasonably be expected that if wages 
among the 16 million organized work- 
ers remain fairly rigid during recession, 
they are likely to change only little, if 
at all, among the unorganized workers. 
This would be particularly the case if, 
as this paper assumes, public opinion 
and government policy tend to oppose 
wage cuts. 

If businessmen correctly perceive the 
likelihood of this rigidity, a good case 
can be made for the argument that this 
is more likely to cause investment ex- 
pansion than it is to cause investment 
contraction, particularly during any re- 
cession between now and 1960. These 
years will be characterized by real and 
justified business optimism about the 
near future of the American economy. 
The revival in the late 1930's of the 
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predepression rate of American popu- 
lation expansion is expected to create 
a substantial rise in family formations 
beginning about 1960. The uninter- 
rupted population upsurge that has 
characterized the postwar years con- 
tinues to provide the underlying basis 
for further economic expansion, par- 
ticularly as the postwar babies mature 
into school-age and adolescent young- 
sters. The increase in family size that 
has marked recent years will create a 
large demand not only for more hous- 
ing but for larger housing units.” The 
recent opening and further exploitation 
of many new investment opportunities 
—for example, in plastics, electronics, 
air conditioning and television, heli- 
copters, manufactured metals, ethical 
drugs, and atomic-energy-based prod- 
ucts and processes — will continue to 
encourage large new investment ex- 
penditures, particularly in anticipation 
of the time when their markets will 
yield substantial returns. Business will 
want to prepare to cash in on these 
possibilities when the time comes. The 
competition for getting a head start is 
intense, and this promotes investment. 
Thus if it is true that businessmen are 
bullish about the near future of the 
American economy, it is possible to 
argue that the rate of investment will, 
to a substantial extent, be sustained 
over any cyclical economic contractions 
that may seek expression prior to 1960. 

In this respect wage and other price 
rigidities become important counter- 
cyclical variables. If business expects 


* For evidence supporting the above refer- 
ence to the expected population impact see 
Joseph S. Davis, “Our Changing Population 
Outlook,” American Economic 
XLII, (June, 1952), 304-25. 
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these rigidities — and particularly wage | 
rigidities, since the wage bill is such a. 
large part of combined costs in our’ 
economy — then it may conclude that: 
there is no advantage in postponing; 
intended investment expenditures until! 
the bottom of the contraction when. 
wages and other costs would otherwise : 
have fallen to their cyclical minimums. 
There is already considerable evidence : 
that few businessmen share Sewell. 
Avery’s opinion that prices and costs: 
will fall sufficiently in any forthcoming) 
depression to justify the accumulation 
of huge cash reserves with which to. 
finance low-cost expansion during de- 
pression. Indeed, there is little evidence 
that business expects a serious depres- 
sion, not so much because of confidence 
about the near term but because busi- 
ness is confident that government will 
take adequate and appropriate com- 
pensatory action.*® 

Of course the history of past depres- 
sions is the absence of widespread 
investment, in spite of drastic factor 
price declines. Widespread restoration 
or expansion of investment has typi- 
cally been associated with the re-estab- 
lishment of prosperity. However, invest- 
ment recovery has been an important 
independent variable in business recoy- 


*° See, for example, “Economic Prospects,” 
in Economic Intelligence (published by the 
Chamber of Commerce of the United 
States), No. 69 (April, 1954), pp. 1-2, and 
“Is the ‘Recession’ Over?” Fortune, April 
1954, pp. 111-12. Furthermore, we now 
have official assurance of this from a non- 
New Deal government source in the persor 
of Dr. Arthur F. Burns, chairman of Presi: 
dent Eisenhower’s Council of Economic Ad: 
visers. See his speech, ‘““What Is the Role o 
Government in Moderating Business Fluc 
tuations?” before the Economic Club o 
Detroit, October 18, 1954 (mimeographed ) 
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ery, and low depression wages and 
other costs have not been without their 
stimulating effects. Although invest- 
ment expenditures were postponed 
during the early contraction phase of 
the cycle until costs and the economy 
had hit bottom, today’s entrepreneur 
is not likely to rely on this strategy. 

If this is so, it would be more advan- 
tageous to make costly investment out- 
lays during the early recession phase of 
the cycle than at any other time. To 
wait for the low would be to get in, not 
when wages and other costs have hit 
bottom, but when they have begun to 
rise, since by then the Federal govern- 
ment may be expected to have taken 
vigorous counter-cyclical action tending 
to lift wages and other costs above their 
previous lows. The fact that there 
would be widespread unemployment 
during depression would not prevent 
wage increases any more than it did 
during the Great Depression, when 
unions were ‘relatively few and weak." 
Assuming that the object of business 
plans in the first place is to prepare for 
prosperity by having plant and equip- 
ment ready when that felicitous time 
arrives, to have waited for tangible evi- 
dences of revival before investing is to 
have waited too long. 

Although in the past employers and 
investors have tended to assume that 
wages and other costs might continue 
to fall until the general economic con- 
traction had run its course, it is doubt- 
ful that they believe this today. Even 
if they do, however, they fully expect, 
along with most economists, that no 


See Harold M. Levinson, Unionism, 
Wage Trends, and Income Distribution, 
1914-1947. (Ann Arbor: University of 
Michigan Press, 1951), tables on pp. 50-53. 


President or Congress will permit a 
depression to occur. Furthermore, there 
is increasing evidence that we have 
reached a stage in the evolution of 
business leadership in which executives 
more and more feel it to be their re- 
sponsibility to provide their workers 
with an opportunity “to earn a decent 
living” and to help them do this by 
maintaining their level of wages.'® All 
this adds up to the likelihood that 
wages will not fall and are not generally 
expected to fall below the recession 
level. Since, furthermore, they are less 
likely to rise than remain stable during 
recession, it will be clear that the 
lowest level of wages and hence of 
marginal prime costs will probably pre- 
vail during the recession phase of the 
cycle. Even though business may be 
inclined to postpone new expenditures 
until costs hit bottom, this would be the 
time to invest. 

This argument obviously assumes a 
close relationship between wage rates 
and product prices, an assumption 
that does not appear to be unwar- 
ranted. However, it might be argued 
that this position neglects overhead 
costs and the possible postponement of 
their payment during recession. But 
there would be only two reasons for 
cutting prices. One is the assumption 
that the price elasticity of demand for 
the firm’s particular product, without 
consideration of the price behavior of 
competing products, is greater than 

® See R. A. Lester, Company Wage Policy 
(Princeton: Princeton University Industrial 
Relations Section, 1948), pp. 28-32; and 
Calvin B. Hoover, ‘Institutional and Theo- 


retical Implications of Economic Change,” 
American Economic Review, XLIV (March, 


1954), pp. 12-13. 
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unity. In that case profits might rise 
and/or losses fall. The other reason is 
that competing suppliers have cut 
prices and hence are drawing away cus- 
tomers, even though the elasticity of 
demand for the whole product is not 
greater than one. 

Neither contingency is very likely. 
Innumerable case studies seem to show, 
and repeated assertions by the com- 
panies before the courts in antitrust 
cases and before Congressional commit- 
tees in industry hearings seem to verify, 
that the demand, particularly for inter- 
mediate goods, is relatively inelastic to 
price changes. At the very minimum, 
even if the demand should in fact be 
somewhat elastic, producers of basic 
commodities do not seem to think so, 
and sellers of consumer goods seem to 
doubt it. Both parties have traditionally 
based their price policies on these 
doubts, as the 1930's demonstrate. 
Among manufactured products, the 
only significant price weakening occurs 
in the more competitive industries, and 
these are relatively few. However, the 
competitive structure of the industries 
may not fully explain their drastic price 
cuts during the Great Depression. 
Where the decline was most severe, in 
the cotton textile industry, it was chiefly 
caused by secular structural maladjust- 
ments arising from changed consumer 
tastes, improvements in spinning and 
weaving technology, and the inroads of 
rayon. 

Furthermore, the oligopolistic struc- 
ture of modern industry militates 
against unilateral experimentation with 
prices and generally prevents any kind 
of meaningful industry-wide downward 
price adjustment. Particularly if there 
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is widespread expectation of near-term — 
prosperity will there be a bias against _ 
current coordinated downward pricing. — 


Large oligopolistic firms first of all take 
great pride in the “stabilizing” effect 
of their price policies, so that prices 
neither rise to extremes during brisk 


demand nor fall precipitously during — 
recession. One important reason for 


this policy is public relations. Another, 
however, is to preserve the good will of 


their customers who are thought to 


prefer stable prices over fluctuating 
prices, even if in the latter case it 
means at times lower prices. With a 


near-term boom in sight oligopolistic — 
commodity producers want to cash in > 


on it with high, but not “excessive,” 


profit-yielding prices. To cut prices to-_ 
day only to raise them tomorrow creates — 


“unstable” market conditions and de- 


stroys good will. A lot of inconvenience — 


seems to be justified to prevent that. 
But even if there is recognized price 
elasticity of demand in some products, 


it is doubtful that it exists in enough | 


industries, or that enough business 
managers think it exists for their prod- 


ucts, to set off the kind of cumulative 


price deflation which would greatly 
stimulate buying and justify withhold- 
ing planned investments until the de- 
flation has run its course. 


In sum, then, the typical, strategi- | 


cally important business firm under the 


conditions posited is more likely to ac- | 


cept short-run losses and to postpone 
overhead costs or finance them out of 
reserves and borrowings than it is to 
experiment with price cutting. The 
whole force of modern practice, con- 
vention, and the rigidifying institutional 
structure of the economy seems to be in 
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the direction of relatively stable factor 
prices during a period of general eco- 
nomic liquidation, and certainly against 
any kind of wholesale price reductions 
at any time during the cycle. 

In conclusion the argument comes 
down to this: A strong case can be 
made for the assumption that business- 
men with firm investment plans will 
no longer wait until the economy and 
prices have hit bottom to make invest- 
ment expenditures, and others will find 
that it may not pay to wait for the re- 
establishment of prosperity in order to 
expand investment. Changed conditions 
make it likely that investment will be 
sustained or even expanded during re- 
cession. During recessions character- 
ized by the more typical case of pessi- 
mistic short-term business expectations, 


wage and other cost rigidities may have 
positive stabilizing consequences by pre- 
venting the contraction from worsen- 
ing, or from worsening as rapidly as it 
might otherwise. But during recessions 
characterized by substantial business 
optimism about the near-future growth 
of the economy, such expected rigidities 
may have the positive compensatory 
effect of stimulating current investment 
and hence promoting recovery. On the 
other hand, this does not mean that the 
expectation of wage increases by busi- 
nessmen during such a period would 
have an even greater stimulating effect. 
The widespread prospect of such in- 
creases might well upset the prevailing 
set of business expectations and hopes. 
The result might then very well be ac- 
celerated contraction. 


The Level of Living in the Soviet Union: 
A Review Note 
Jean M. Due* 


MEASURES OF LIVING LEVELS serve 
many purposes. They are useful in and 
of themselves for intercountry compari- 
sons and also as partial indicators of 
production and welfare levels among 
countries. In addition they help to pro- 
vide a basis for determining contribu- 
tions by member states to United 
Nations agencies and to mutual de- 
fense. Though the value of measures 
of living levels generally is recognized, 
there is little agreement as to the op- 
timum method of measurement. One 
principal reason for this is the concep- 
tual problem of making comparisons 
among countries where tastes and 
habits of living differ substantially; a 
second is the difficulty of obtaining 
adequate and comparable statistical 
data from country to country on which 
to base the comparisons. 

In his latest book, Le Niveau de Vie 
en U.R.S.S.,1 Jean Romeuf, Directeur 
de l'Institut d’Observation Economique 
in France, attempts to compare levels 
of living in France and the Soviet 
Union. The study is divided into six 
chapters which deal successively with 
the distribution channels through which 
goods pass in each country, salaries, 
cost of living, purchasing power, the 
evolution of purchasing power, and 
future prospects in each country. 

M. Romeuf has injected a new 

* Mrs. Due holds a Ph.D. degree in eco- 


nomics. 


"Paris: Presses Universitaires de France, 
1954. 


feature into his international compari- 
son of levels of living. The comparison 
is based not on the usual family of 
given or average size or on per capita 
data, but on a comparison of three 
bachelors in each country. One of these 


bachelors is an unskilled workman, the | 


second is a skilled worker (a fitter), 
and the third is an engineer. This 
choice is made in an attempt to mini- 
mize errors; M. Romeuf believes it is 
easier to choose representative goods 
and services utilized by a bachelor than 
by a family. He does, however, make 
a brief family comparison after he has 
finished the detailed comparison of the 
three bachelors in the two countries. 
After an introduction, which points 
out the difficulties in attempting a com- 
parison of this type when Russian sta- 
tistics are so difficult to obtain and in- 
terpret, and after a comparison of the 
distribution channels in the two coun- 


tries, the author attempts to compare. 


the salaries received by workmen of the 
three types described above. The 
salaries are based primarily on wages 
in the Citroen auto factory in Paris 


and the Stalin auto factory in Moscow; 


the assumption is made that wages and 
costs of living would vary in about the 
same proportion in Paris relative to 
Provence as in Moscow relative to out- 
lying areas of Russia. The author esti- 
mates also that state support of various 
kinds in each country is about 38 per- 
cent of cash wages of a worker with 
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a family. Single workers receive con- 
siderably less. 

In an attempt to calculate the cost of 
living the author has drawn up a so- 
called “minimum vital” budget for 
each of the three bachelors living in 
Paris and has priced these goods and 
services in Moscow. When the pricing 
and calculation (using official foreign 
exchange rates) had been completed, 
the Russian worker’s food cost was 
found to be almost six times that of the 
Frenchman, the clothing cost about five 
times as much, rent six times as great, 
and heat and light about the same. The 
author realized that these figures were 
unrealistic because the budget con- 
tained some articles consumed in large 
quantities in France and small quanti- 
ties in Russia (for example, wine consti- 
tuted almost 50 percent of the French- 
men’s food budgets, the Russians eat 
less meat and fatty substances than the 
French, and much of the work clothing 
of the Soviet workers is provided free). 
Therefore, the budget was modified to 
conform more closely to Soviet con- 
sumption habits. Foods were included 
which corresponded in nutritive value 
to foods in the French budget, with ad- 
justments for climatic differences. For 
example, wine was replaced by tea, 
beer, and vodka. Work clothing items 
were deleted, douches in the French 
budget were replaced by “the classic 
Russian baths naturally taken in larger 
quantities,” and medicines were not in- 
cluded since they were supplied by the 
state. With these and certain other ad- 
justments, the Soviet cost of living was 
established as the following ratio of the 
French (French base is TOO} 


7 Romeuf, of. cit., p. 71. 


Worker Fitter Engineer 


HH GOClEv a nest dae day 296 276 308 
Clothing. so tees 126 111 99 
Rent Pc ee eet a 630 400 392 
Heat and light.... 27 31 33 
Miscellaneous.... . 111 107 15 

Aigtale a ee 196, “167 "fee 


It is interesting to note the following 
distribution of categories of consump- 
tion in the two budgets: 


Soviet French 

Consumption worker s worker s 

category budget budget 

(percent) (percent) 
Hood: sate: Reka ace 38 45 
Clothing cies e 23 14 
Rentae ee ere ee 4 if 
Heat and light....... 12 q 
Miscellaneous........ 23 27 
PLOtal epee eave clos: 100 100 


In order to avoid using fixed foreign 
exchange rates to convert the francs 
to rubles and vice versa (because he 
feels that the ratio of 87.5 francs to 1 
ruble is particularly unrealistic), Rom- 
euf uses as an index of relative levels 
of purchasing power and, therefore, 
relative levels of living, the ratio 
S/C = A, where S is salary, C is cost 
of living, and A is purchasing power. 
S is the net salary after direct taxes, 
social security (if any), and other de- 
ductions are made. (There is an inter- 
esting comparison of tax rates in the 
two countries for those persons inter- 
ested in this phase of the Soviet econ- 
omy.) By the S/C ratio, the Soviet 
unskilled worker has a salary 31 per- 
cent greater than his cost of living (as 
determined by the minimum budget), 
the Soviet fitter has a salary 35 percent 
above his cost of living, and the Soviet 
engineer has a salary 20 percent above 
his cost of living. Data for the French 
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workers are not shown but they are re- 
ported to have a ratio of 100)¥8e 3 
salary just equal to their cost of living. 
This means, therefore, that the Rus- 
sians have a level of living between 
one-fifth and one-third higher than 
their French bachelor counterparts, ac- 
cording to this method of measurement. 
The author also makes a supplementary 
comparison between French and Rus- 
sian families with four children aged 
1, 4, 7, and 11 years. The French family 
allowances are sufficiently generous that 
the unskilled worker’s family receives 
more in family allowances than in 
wages. This is not true for the engineer. 
Russian family allowances are not 
nearly so large relative to wages as the 
French. The earnings (including family 
allowances) of French and Soviet six- 
person families relative to the earnings 
of bachelors are shown below (bachelor 
earnings = 100 in each instance) : 


Worker Fitter Engineer 
French family of 6 217 191 152 
Soviet family of 6 119 117 116 


On the basis of the Oxford schedule of 
costs for different members of the 
family (100 for the head of the family, 
50 for the wife, and 25 for each other 
member), costs of living are calculated 
for the six-person families in each 
country, and levels of living are also 
determined. The indexes of levels of 
living of bachelors and families in the 
three types of work in each country are 
shown in Table 1 (with the levels for 
the French bachelors as a base of 100). 

These Oxford schedules are unreal- 
istic, but it is interesting to note that 
on this basis, the Soviet families of six 
persons have a level of living only 50 
percent as high as that of Soviet bache- 


Table 1. Indexes of Levels of Living 


Unit Worker | Fitter ae 
French bachelor...} 100 100 100 
Soviet bachelor....| 131 155 120 
French family of 6. . 87 76 61 
Soviet family of 6.. 62 63 56 


Source: Romeuf, Le Niveau de Vie en U.R.S.S., 
p. 86. 


lors in the same occupation whereas the 
French married man with four children, 
has a level of living about 75 percent! 
as high as his bachelor cousin. The im- 
plications for bachelors are obvious! Of 
course the unknown is the average size | 
of family in each country. The average — 
French family consists of three persons 
rather than six as in the illustration. 
The size of the average Russian family 
was 3.8 in 1935 and has been estimated | 
to be smaller now.* However, on the 
basis described, the Russian family of 
six persons has a level of living about 
10 percent lower than the French 
family of the same size although the 
Russian bachelors have much higher 
levels of living than their French 
counterparts. 

This study of Russian and French 
levels of living has the same shortcom- 
ing as many other international com- 
parisons of levels of living in that the 
measurement is based on French con- 
sumption habits with adjustments for 
Moscow rather than on Russian con- 
sumption habits. This means that the 
same “basket” of goods and services has 
been priced in each capital but the 
contents of the “basket” may not be the 
same as the Russian bachelor would 


*Solomon M. Schwarz, Labor in the 
Soviet Economy (New York: Frederick A. 
Praeger, Inc., 1952), p. 145. 
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choose. The author points out the prob- 
lems of measuring relative American 
and French levels of living by pricing 
corn, bacon, and eggs in France and 
bread and wine in the United States. 
This difference in consumption habits 
from country to country is one of the 
very real problems which has to be 
faced by any investigator of interna- 
tional levels of living; since results ob- 
tained from present inadequate data 
will be only rough measures anyway, 
the Romeuf method is probably as use- 
ful as most others. 

The attempt to circumvent the use 
of official foreign exchange rates in cal- 
culating levels of living is commendable. 
But the formula used gives a ratio of 
salaries relative to the cost of living of 
certain basic goods and services in each 
country. This is really an index of the 
percentage of income available for sav- 
ing or additional consumption above 
the “vital minimum.” Confidence in 
the results would be greatly strength- 
ened if one had confidence in the items 
included in the “vital minimum”’ list. 
There is international agreement con- 
cerning the foods necessary for a mini- 
mum diet but there is no similar agree- 
ment for necessary items in other 
categories of consumption. Thus items 
selected depend on the judgment of the 
author and may or may not resemble 
consumption patterns in either country. 

In addition one cannot generalize 
from the three occupations used in this 
comparison to state that the average 
Russian has a higher level of living 
than the average Frenchman. No such 
generalizations are attempted nor are 
data offered which might warrant 
them. Also the indexes for the bache- 
lors are much more reliable than those 


for the families because of the size of 
family chosen and because of the in- 
adequacy of the Oxford schedule of 
needs of family members relative to 
those of bachelors. 

It will be surprising to some persons 
to learn that, by the Romeuf measure, 
the Russian worker already has ob- 
tained a higher level of living than the 
French worker in the auto industry. 
Romeuf also estimates that the average 
Russian salaried employee will increase 
his level of living by about 5 percent a 
year in the next ten to fifteen years 
while the relative progress in France 
will not exceed 2 percent. If this esti- 
mate is accurate, the gap between the 
Russian and French workmen will have 
widened materially by 1965 and Com- 
munism may have much more appeal 
to Western Europe because of this fact. 

It is extremely difficult to evaluate 
the comparison of Russian and French 
levels of living among single auto 
workers in Moscow and Paris because 
of the lack of published Russian sta- 
tistics relating to prices and consump- 
tion patterns. Previous studies by the 
Bureau of Labor Statistics* give Rus- 
sian workers a considerably lower pur- 
chasing power relative to French work- 
ers. However, the BLS comparison is 
based on the worktime required to buy 
food only. The BLS authors draw up a 
list of foods common in the United 
States and foreign countries, price them 
in each country, and make an estimate 
of hourly earnings in manufacturing in 
each country. An attempt is made to 


4“Work Time Required to Buy Food, 
1937-50,” Monthly Labor Review, 72, No. 2 
(February, 1951), 143-51; and “Food-Pur- 
chasing Power of Earnings in 12 Countries, 
1951-52,” Monthly Labor Review, 74, No. 6 
(June, 1952), 658-61. 
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Table 2. Index of Purchasing Power of 
Hourly Earnings in Terms of Food 
Prewar, 1950, and 1951 


(United States =100) 


1951 


Prewar} 1950 
France (Paris)..... 68 Bi 36 
USSR (Moscow)...| 24 14 18 


Source: Monthly Labor Review, February, 1951, 
143. 


weight the chosen foods with regard to 
(1) the relative importance of each 
food in the United States wage earners’ 
food expenditures and (2) the relative 
importance of each food in the foreign 
workers’ food expenditures. (Since, to 
the knowledge of the writer, there has 
been no published study of food ex- 
penditures in the USSR, weights in that 
country are purely guesstimates.) Final 
weights used are the geometric mean of 
the two. The purchasing power of 
hourly earnings in terms of food in 
each foreign country is calculated as a 
percentage of that in the United States. 
Table 2 shows the ratios which were 
obtained for the United States, France, 
and Russia. 

On this basis the BLS comparison 
gives Russia a level of living about 50 
percent as great as that of the French 
in 1951. However, in this calculation 
United States average hourly earnings 
are based on earnings in manufacturing 
industries, whereas French earnings are 
based on skilled and unskilled Paris 
workers in all occupations plus over- 
time premiums, and the Russian earn- 
ings are based on average hourly earn- 
ings of all workers. Since Russia has a 
relatively large percentage of its labor 
force in agriculture and other nonin- 
dustrial occupations, this comparison 
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would certainly give it a much lower 
purchasing power ratio than France 
and the United States. If the earnings 
data were based on comparable indus- 
tries, the USSR index might equal the 
French. 

The BLS estimates the average earn- 
ings of all USSR workers at 600 rubles 
per month.® Romeuf estimates that the 
Stalin auto factory unskilled worker 
earns 778 rubles per month net of tax 


and other deductions; the skilled 


worker is listed as earning 1,214 rubles © | 


per month net and the engineer 2,050 © 


rubles per month net. These estimates 
do not seem unreasonable relative to 
the BLS figure of 600 rubles per month 
for all workers. In addition the BLS 
comparisons are based only on the food 
purchasing power of earnings® whereas 
Romeuf’s comparison takes in a much 
broader range of consumer goods and 
services. Since the agricultural sector 
of the Soviet economy is the one in 
which productivity has been relatively 
low (especially in relation to French 
and United States agriculture), and 
particularly since work clothing, medi- 
cal care, and some other items are 
supplied by the state, one would expect 
a comparison of the BLS type to give 
Russia a low ratio relative to a com- 
parison based on all consumption goods 


and services. It would appear, there-_ 


fore, that M. Romeuf’s comparison 
merits serious consideration, as do his 
predictions about Russian levels of liv- 
ing in the future. 


*Edmund Nash, “Purchasing Power of 
Soviet Workers, 1953,” Monthly Labor Re- 
view, 76, No. 7 (July, 1953), 705-8. This 
estimate is taken from Schwarz, of. cit. 

° Except in the 1953 study which includes 
a few other goods. 
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GROWTH has been one of the most 
striking features of the American econ- 
omy. No less spectacular has been the 
rise of Illinois to the position of a key 
state in the nation. In 1954 that state, 
with only 2 percent of the nation’s land 
area, supported almost 6 percent of the 
total population in the country and did 
so at relatively high income levels. 
Once predominantly an agricultural 
state, it is now a leading producer of 
many diverse commodities. In 1954 
Illinois firms produced about three- 
tenths of the nation’s farm machinery, 
one-fourth of the confectionery and 
chocolate, one-tenth of the furniture 
and bedding, and one-tenth of the iron 
and steel castings. They also contrib- 
uted substantial portions of all the port- 
land cement, soybean oil and meal, 
machine tools, tractors and earth-mov- 
ing machinery, and many other agri- 
cultural and manufactured products. 
Because of the importance of Illinois 
to the nation, considerations of the 
causes and patterns of its growth are of 
value as a case study in general eco- 
nomic growth as well as from a local 
point of view. This study concentrates 
on the economic development within 
the political boundaries of the state. In 
a sense, these boundaries are quite arbi- 
trary. Certain events in Illinois neces- 
sarily affect the economic development 
of neighboring states as well, just as 
happenings in other parts of the nation 
affect Illinois. This imposes limitations 


on the scope of this study which would 
not be involved in analysis of a more 
self-contained economic unit. 


The Beginning 

In 1820, the first census year after 
Illinois became a state, only two of the 
27 existing states had fewer inhabitants. 
At that time the majority of the popu- 
lation lived in the southern part of the 
state, having followed the Ohio River 
and its branches from the east. The 
Ohio and Mississippi rivers furnished a 
transportation system and between them 
the settlers found a timber supply well 
suited to their frontier needs. 

Virtually none of the inhabited areas 
could be considered urban. Existing 
towns were largely buying and shipping 
centers located on rivers and streams. 
Although there were stores in these 
towns serving the iocal population, 
most families were almost entirely self- 
sufficient. 

Farming was the principal occupa- 
tion. The first settlers had concentrated 
their efforts on corn, but because of the 
sparseness of the population and the 
resultant lack of hired hands, farmers 
soon turned to livestock. Since the ani- 
mals were allowed to forage in the 
woods for much of their food, they pro- 
duced as much income as corn without 
requiring as much labor. By 1820 this 
diversification was widespread, and 
corn, beef, and pork ranked as the 
major products of the state. 


[ 29] 
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The main trade route to the east 
coast was the Mississippi River and the 
ocean, since goods could be shipped en- 
tirely by water. Farm products were 
loaded on the river boats and shipped 
to New Orleans, with hopes that they 
would be forwarded to the Atlantic 
Coast before they spoiled. Estimates put 
the proportion of Illinois flour that 
spoiled on Louisiana docks between 
1819 and 1824 as high as one-sixth of 
all that was shipped through New 
Orleans.! This was a significant factor 
in the pressure for development of other 
transportation routes to the East. 

Manufacturing was limited to a few 
mills and scattered individuals who 
produced small quantities of goods to 
be sold locally. Goal mining had begun 
on a small scale, largely for local use. 
But for all areas and towns these activi- 
ties were supplemental to the main 
industry, agriculture. 


Growth and Development 

Economic growth in Illinois has fol- 
lowed a typical pattern. It can be di- 
vided into three stages, the first being 
one of slow development, the second an 
extended period of rapid expansion, 
and the third characterized by a growth 
rate tapering toward stability. 

The first stage is of concern to this 
paper only so far as it provides the 
basis for the growth to follow. In Illi- 
nois it was the period when the first 
white men entered the state as hunters, 
occasionally staying in one place long 
enough to grow a crop of corn but pri- 


*Theodore C. Pease, Centennial History 
of Illinois, Vol. Il, The Frontier State, 1818- 
1848 (Springfield: Illinois Centennial Com- 
mission, 1918), p. 11. 


marily moving about hunting and | 
trading with the Indians. 

By the time Illinois attained state- 
hood in 1818 it was well along the 
road to economic expansion. As dis- 
cussed in the preceding section, parts 
of the state were well settled and trade 
with other areas was already important. 
Growth from this point was rapid, as 
may be seen in Chart 1, with both 
population and employment expanding 
at a rate considerably faster than that, 
for the nation as a whole. 

Since 1870 the rate of economic 
growth has slackened, although expan- 
sion continues to be extensive when 
measured in absolute terms. Whether 
this is the third phase leading to sta- 
bility and possible decline or merely a 
lull before another surge of growth re- 
mains to be determined. 


Through 1850: Agriculture 


Behind the economic growth of the 
state have been marked shifts in the im- 
portance of various industries. Under- 
lying all of these changes has been a 
steady transfer of activity from the 
household to the factory. 

Until about 1850 agriculture domi- 
nated the scene in Illinois as it did 
throughout the nation. The vast prairies 
were settled comparatively late, 
primarily after 1830 when the develop- 
ment of the iron plow enabled cultiva- 
tion of the grasslands. Until that time, 
farmers had preferred to stay close to 
the forested land both because the 
ground was softer and easier to till and 
because they needed the timber for 
buildings and fences. Swelling popula- 
tion, however, pushed the farmers 
further and further back into the state. 
Once established in the prairie, more- 
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Chart 1. Population and Employment, 1810-1950 
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over, the farmers found that their pro- 
ductivity increased substantially because 
of greater soil fertility. Grazing land 
was also better, and income from live- 
stock rose to about one-fourth of total 
agricultural income. 

Oxen and iron plows were the best 
available means of breaking the heavy 
prairie sod, and they were almost re- 
quired if any appreciable amount of 
land was to be cultivated. The oxen 
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also provided the farmer with means 
of transportation; no longer was he so 
tied to the river banks, although he 
still depended on the waterways for 
the ultimate shipping of his products. 

As population and production ex- 
panded, commerce and shipping grew 
correspondingly. be- 
came the major problem in the state. 
Many internal improvement programs 
were discussed, but local politics and 


Transportation 
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rivalries made progress slow. In 1833 a 
Federal grant was made to improve the 
Chicago harbor, and in the following 
decade a whole network of transporta- 
tion from that city was set up. Most 
important was the development of the 
portage between the Chicago and Illi- 
nois rivers. Although the canal was not 
completed until 1848, improvement of 
the route was such that as early as the 
mid-1830’s shipment from New York 
to St. Louis via the Erie Canal, the 
Great Lakes, and Chicago cost one- 
third as much as via the ocean, New 
Orleans, and the Mississippi,” which 
had earlier been the only feasible route. 
Some roads were also built, but they 
were seldom usable in bad weather. 

By 1850 frontier Illinois was a thing 
of the past. Most of the land area was 
settled, and there were many estab- 
lished towns, ten of which were 
incorporated. Manufacturing was de- 
veloping rapidly, although it still cen- 
tered around agricultural implements 
and transportation needs. The central 
problem in the state continued to be 
transportation. 


Transition: Railroads and War 


Although agriculture continued to 
employ more than 50 percent of all 
gainful workers until after 1870, as may 
be seen in Chart 2, the mid-nineteenth 
century saw the center of interest turn 
to other activities. The advent of the 
railroads and the Civil War wrought 
major changes in the Illinois economy. 

The railroads came to Illinois in the 
decade prior to the war. Their first ef- 
fect on the state was to bring in workers 
and expand purchasing power avail- 


2 Ibid., p. 190. 
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able to local markets. Encouraged by 
Federal land grants and capital from 
the eastern seaboard, the first railroads 
across Illinois were completed in 1855. 
Immediately they were flooded with 
heavy traffic, both freight and pas- 
senger. 

The effect on the economy was swift 


and far-reaching. Land was opened for — 
cultivation between the rivers, and little — 


The 


lower costs and swifter means of trans-, 


of the state remained remote. 


portation meant that more markets! 


were accessible to the farmers. Illinois 
produce became more competitive with 
that of other areas which shipped to 


the major eastern markets. Trade and © 


income rose accordingly. 


The trade increase flowed two ways. | 
With larger income from their wider 


markets and the greater accessibility of 
industrial areas, farmers became more 
interested in the machinery and other 
goods which were not produced locally. 
The McCormick Reaper factory, estab- 
lished in Chicago in 1847, expanded 
production rapidly during the following 


decade to meet demand in Illinois and | 


nearby states. 


The vast coal resources of the state — 
were also widely used for the first time | 
in its history. Railroads both provided | 
a market for the coal by their own use 


and made feasible its shipment from 


the mines to the manufacturing areas. 


All these factors — increasing trade, 
manufacturing, and mining — com- 
bined to bring Illinois rising rates of 
urbanization and labor diversification. 

The Civil War further stimulated the 
development begun with the building 
of the railroads. Cut off from southern 


supplies, the rest of the nation became 
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Chart 2. Illinois Employment by Industrial Groups, 1870-1950 
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increasingly dependent on Illinois agri- 


culture. The state even grew much of 
the cotton used by the Union Army, 
although this crop disappeared from 


the state as soon as southern cotton 


again became available. The railroads 
to the east coast, the major market of 
the war years, were also developed dur- 
ing this period. 

The Civil War ushered in an in- 
dustrial revolution in Illinois. While 
manpower was being siphoned into the 
army, the demand for the state’s goods 
continued to grow. To meet the de- 


mand, more and more machinery was 
introduced, and as a result, the output 
of manufacturing industries increased 
rapidly. By 1870 seven industries had 
expanded to an annual output of more 
than $5 million, namely, flour and grist 
mills, meat packing, agricultural im- 
plements, clothing, distilled liquors, 
lumber, and carriages and wagons.’ 
With the exceptions of clothing and 


°E. L. Bogart and C. M. Thompson, Cen- 
tennial History of Illinois, Vol. IV, The 
Industrial State, 1870-1893 (Springfield: 
Illinois Centennial Commission, 1920), p. 
383. 
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carriages, which were produced for 
local demand, the growth of these in- 
dustries was largely dependent on the 
agricultural raw materials of the state. 
Other important manufactures were 
iron, furniture, machinery, shoes, build- 
ing materials, and items for railroad 
repair. 

A third effect of the war was to ad- 
vance the position of Chicago as the 
outstanding economic center of the 
Midwest. This resulted from the closing 
of the Mississippi River south of Illi- 
nois, forcing traffic to move through the 
Great Lakes. Chicago had become the 
trade center for the northern part of 
the state when the portage between the 
Illinois and Chicago rivers had been 
improved in the 1830’s, but during the 
war it became the focal point for the 
whole state and for areas west of IIli- 
nois. Transportation gave the city easy 
access to raw materials, foodstuffs, and 
coal, and to many markets for manu- 
factured products. Because of this, it 
also developed into the industrial center 
of the area. Even though some products 
were localized in other cities, Chicago 
produced a little of everything. Among 
its primary industries at the end of the 
war were ironworks, dependent on the 
ore from surrounding states and coal 
from Illinois; farm machinery, made 
largely for the market within the state; 
and building materials, from nearby 
timber and clays and stone. 


Since 1870: Industrialization 

Since 1870 Illinois has evolved from 
a state almost completely dependent on 
agriculture into one with a widely di- 
versified economy, as is evident in 
Chart 2. This shift is even greater than 
is shown by the chart because in the 


earlier period manufacturing, trade, 
and transportation were almost entirely 
dependent on agriculture for their 
markets, whereas in recent years agri- 
culture has become largely dependent 
on them for markets. 

The pattern of change shown for 
Illinois in Chart 2 is similar to the de- 
velopment of the nation as a whole. 
The most significant difference is the 
greater rapidity of decline in the pro- 
portion of agricultural workers in IIli- 
nois, bringing the proportion for the 
state below that for the nation as early 
as 1880. By 1890 a slightly greater pro- 
portion of Illinois workers were en- 
gaged in manufacturing pursuits than 
was true generally. 

Manufacturing has grown into the 
most important economic activity in © 
the state, employing about 34 percent — 
of the workers in 1954. Spurred on by 
the prosperous beginning during the 
Civil War, the number of manufac- 
turing establishments increased from 
12,600 in 1870 to 38,400 in 1900. The 
number employed increased even more | 
rapidly, from 83,000 to almost 440,000 | 
persons. The iron industry rose to pri- 
mary importance, especially in Chicago 
where the ore from Lake Superior | 
could be brought in easily by boat. By 
1890 there were more than 100 | 
foundries in the city, and the develop- 
ment has continued. 1 

Failures and mergers since the turn I 
of the century have brought the num- | 
ber of manufacturing firms in Illinois | 
down by more than half, to about | 
16,000. Employment and production, 
however, have continued to increase, } 
except during periods of general busi-|| 
ness setbacks. Currently about 1.2)} 
million persons are employed in manu-,| 


+e 


facturing in the state, nearly three times 
the number in 1900. The value added 
by manufacturing has increased more 
than tenfold in the same period, as 
manpower has become more efficient 
through added mechanization and di- 
versification of labor and as prices have 
risen. These movements have been 
roughly paralleled by changes for the 
nation. The largest segments of Illinois 
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manufacturing are machinery, both 
electrical and other, processed foods 
and kindred products, and fabricated 
_ and primary metals. In many items Ili- 
_ nois production is greater than that of 
any other state. 

Concomitant to industrialization was 
the development of mineral resources. 
This was the result both of increased 
demands for the minerals and of the 
manufacture of better implements for 
their extraction. Coal production in- 
creased from 3 million tons in 1870 
to 26 million at the turn of the century, 
and then to 90 million tons in 1918. 
This was the peak production for the 
industry, not because the state’s coal 
supply has been depleted but because 
since that time the demand for coal, 
especially by the railroads and resi- 
dential and commercial users, has fallen 
sharply. Despite this decline, Illinois 
ranks as the fourth producing state. 

Oil has helped somewhat to displace 
coal. Although discovered in Hlinois in 
1865, as late as 1905 only 1 million 
barrels were produced annually. Pro- 
duction increased rapidly after that to 
34 million barrels by 1908, as fields in 
southern Illinois were developed, but 
then fell off steadily as known resources 
were depleted. In the late 1930's more 
oil pools were discovered and de- 
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veloped, and production rose to an all- 
time peak of almost 150 million barrels 
in 1940, one-tenth of the nation’s pro- 
duction. Since that time it has again - 
fallen off as the oil in developed pools 
has been extracted more rapidly than 
new sources have been discovered. 

Until 1896 Illinois was the only 
known source of fluorspar, a vital in- 
gredient of steel, and despite discoveries 
elsewhere Illinois has continued to be 
the main supplier of this mineral. Other 
minerals of importance have been the 
agstones, clays for building, and de- 
posits of excellent glass sand which 
have encouraged the development of 
that industry. 

The industrialization of Illinois also 
required expansion of its transportation 
facilities. Between 1870 and 1900 the 
rail trackage in the state was increased 
from 5,000 miles to 11,000 miles. At the 
end of this period it was estimated that 
no land in the state was more than 
twenty miles from a railroad and that 
most of it was within five miles.* 
Although the trackage has not changed 
substantially since the turn of the 
century, its utilization has continued to 
expand. 

The increasing use of the railroads 
resulted in sharp declines in the use of 
the waterways, earlier the principal 
transportation routes. The waterways 
were kept open primarily as compe- 
tition to the railroads. 

The importance of Chicago had still 
another and more recent effect on 
transportation development in the state. 
It resulted in the establishment of that 
city as the center of the trucking indus- 
try and the focus of air transportation. 


* Ibid., p. 339. 
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In 1954 Chicago’s Midway Airport had 
6.7 million passengers scheduled for 
flight, half again as many as the next 
largest terminal in the nation. 

A third segment of the state economy 
to grow rapidly as a result of industrial- 
ization was trade. Between 1870 and 
1910 the number of employees in trade 
establishments increased seven to eight 
times, and since 1910 it has more than 
doubled again. In 1954 trade workers 
accounted for 20 percent of those gain- 
fully employed, whereas 80 years earlier 
they were only about 6 percent of the 
total. 

The current distribution of employ- 
ment among the several industries is 
shown in Chart 3. Manufacturing and 


Chart 3. Employment in Illinois, 1954 
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the trade and service industries clearly 
dominate the scene, while agriculture 
has assumed a much less important 
role than formerly. This picture is very 
similar to that for the United States 
generally. 


Income payments to individuals in| 
Illinois now account for about 7 per- 
cent of all such payments made in the_ 
United States. The per capita income 
in the state in 1953 was $2,008, larger 
than that of 41 other states. In recent 
years, the level of per capita income in 
the state has been consistently above the 
average for the whole nation, but 
the margin has been somewhat wider 
in periods of national prosperity than 
in recession, since in good times there 
is substantially more activity in manu- 
facturing and trade. 


Factors Underlying Development 


Reviewing the history of Illinois, 
three factors seem to underlie its 
economic development. These are its 
strategic location, its transportation 
and its natural resources, 
particularly the fertile soil. 

Lying in the central geographical 
region of the nation, Illinois was on 
the route of expansion both from the 
east and from the south. Surrounded 
by natural transportation arteries, the 
Great Lakes and the Ohio River reach- 
ing east and the Mississippi River 
reaching south, the state was the focus 
of cross-country travel. These water- 
ways also were the main trade routes 
for those who settled in the state. High 
productivity of the land compared with 
that of regions to the south and east 
proved a great inducement to settle for 
those travelers who used these routes. 
The many tributaries and branches, 
particularly the Illinois River which 
almost joined the Great Lakes to the 
Mississippi, allowed the population to 
spread, making economical use of the 
vast land area long before overland 
transportation was possible. 


facilities, 
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_ Because location and the river system 
had already established Illinois as the 
center of the Midwest, the state later 
became the focus of cross-country rail- 
roads, a factor of great importance in 
‘its industrialization. Its mineral re- 
sources also contributed substantially 
to the state’s industrial growth. Primary 
among the minerals is the coal which 
led to the building of a great iron and 
steel industry and which aided in the 
development of the railroad system. 
Glass manufacturing developed in the 
state both because of the coal supply 
-and because of the deposits of excellent 
glass sand. The clays, sand, and stone 
‘led to the development of an extensive 
building materials industry, and the 
state now ranks first in the production 
_of portland cement. 

Currently several factors point 


toward continued economic expansion 
in Illinois. A large and highly skilled 
labor force exists in the state. Popula- 
tion trends have moved so as to in- 
crease the markets close to the state. 
Even distant markets are within easy 
range of the extensive land, air, and sea 
transportation system which has been 
set up with Illinois as its hub, and the 
St. Lawrence seaway might add an- 
other important spoke. As the financial 
center of the Midwest, Illinois possesses 
the capital needed for improvement 
and development of its facilities. 

Although it will probably grow at the 
slower pace which has marked the more 
recent decades rather than with the 
rapidity of a newly developed area, it 
seems unlikely that Illinois will lag in 
the continued economic growth of the 
nation. 
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IN THE PAST DECADE 46 states and the 
District of Columbia have granted rate 
increases to the telephone companies 
that are united in the American Tele- 
phone and Telegraph Company. In 
many states more than one increase has 
been granted. The two states that have 
not granted increases are Texas, in 
which only the cities regulate telephone 
rates, and Iowa, which does not author- 
ize state-wide regulation. There has 
been one major rate case in a Texas 
municipality, but there has been none 
in Iowa. Perhaps it would be more pre- 
cise to say that no record of such pro- 
ceedings has been found in Iowa. 
Telephone companies that are not cor- 
porately connected with the American 
Telephone and Telegraph Company 
have concurrently placed their petitions 
with the proper authorities for increases 
in their charges and such petitions have 
been granted. In short the trend in 
rates for telephone service has been up- 
ward along with most other prices. The 
upward movement has not been as 
vigorous as in some other commodities 
and services, but the persistent push has 
been in the same direction. 

This high level of activity in tele- 
phone rate proceedings has followed a 
long period of quiet. The national gov- 
ernment took over the operation of the 
telephone companies during World 
War I, and when the companies were 
returned to private ownership there- 


after there was a brief flurry of rate in- 
creases. The next two decades were 
stirred by a few cases at long intervals, 
but in the main the companies seemed 
to go along with the rate structures that 
they had. The somnolence was dis- 
turbed by the rising prices and wages 
of World War II, but with minor ex- 
ceptions rates were frozen for that 
period. In the decade since 1945 the 
quantity of litigation, especially in the 
regulatory agencies, has raised anew all 
the issues involved in controlling the 
prices for telephone service. 

The purpose of this paper is to re- 
view the treatment of the companies 
associated with the American Tele- 
phone and Telegraph Company. It is 
not to be inferred that this collectior 
of companies is more influential witl 
the regulatory agencies than are the 
5,000 or so telephone companies tha’ 
are not part of that system. But the 
issues that are raised with the AT & J 
companies are more wide ranging thar 
are those raised by the individual com 
panies. Moreover, there is a degree o 
skill that accompanies familiarity witl 
such proceedings which might accru 
some advantage to the holding com 
pany system. As will be seen, there hav 
been few novel developments in th 
principles and practices of the regula 
tory agencies. The only exception, ; 
there is one, concerns charitable con 
tributions. 
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The Bell System 

; The American Telephone and Tele- 
graph Company is the top corporation 
in the Bell System. It is a holding com- 
-y for the associated companies 
which serve the various regions of the 
United States. It is also an operating 
company since the long-lines depart- 
ment provides long-distance or toll 
service to the various associated com- 
panies. The associated companies are 
regulated in the state in which they 
‘serve. Since some of these companies 
“serve in more than one state there is the 
‘need for apportioning assets among 
‘such states for regulatory purposes. 
There is an additional apportionment 
‘requirement between the states and the 
‘national government that grows out of 
the use of the same equipment for long- 
distance and local service. 

The Bell System includes also West- 
ern Electric Company, which manufac- 
tures the telephonic equipment used by 

the associated companies. The equip- 
‘ment is sold to the companies and en- 
ters their accounts as capital investment, 
so that the prices charged become an 
item of concern to the regulatory au- 
thorities. In addition, there are the Bell 
Laboratories which develop and _ test 
materials and devices which are of po- 
tential use to the telephone service, but 
which also have a wider range of use- 
fulness. It wili be seen that both of 
these subsidiaries enter into the regula- 
tory picture. 

Another channel of influence be- 
tween the operating companies and the 
top company is through the license con- 
tract. The associated companies are 
licensed to use the patents developed 
by Bell Laboratories and to use the 


financial and other services made avail- 
able by subdivisions of AT & T. For 
that privilege the operating company 
pays a fee equal to 1 percent of its 
annual earnings to AT & T. That con- 
tract also will be discussed. 

The Bell System then is a rather 
closely knit aggregation of companies 
engaged in related undertakings which 
bring them into a variety of relations 
which in turn have significance for reg- 
ulatory agencies. The telephonic side 
of the system’s activities is separable 
only with difficulty from its activities 
in other areas. The AT & T as a hold- 
ing company is not subject to regula- 
tion by the states, but the states in turn 
can be oblivious of its activities only 
at the price of weakening regulatory 
control. 

Over 90 percent of the telephone 
service in the United States is per- 
formed by the various regional Bell 
companies or between them and the 
long-lines department of the AT & T. 
In 1953 the system possessed 41.3 mil- 
lion stations, that is, instruments located 
for personal use in business or home. 
The number had grown from 22.4 mil- 
lion in 1945. Over the same period the 
system’s income rose from $1.9 billion 
to $4.4 billion. Capital investment had 
increased from a book cost in 1945 of 
$5.7 billion to $13 billion — an average 
annual investment of approximately 
one-half billion dollars. The number of 
employees was well over 500,000 in 
1953 compared with somewhat fewer 
than 400,000 in 1945. 

Despite the great expansion of facili- 
ties in the last decade, there have 
always been unfilled orders for service: 
(1) for service in newly constructed 
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homes and business undertakings, and 
(2) for upgrading of service of exist- 
ing customers. The latter consisted of 
requests for fewer parties on the line 
and therefore for more equipment. The 
expansion still continues although there 
is some indication that the system is 
pushing the upgrading feature of its 
activities more than in the earlier part 
of the decade under review. The large 
backlog of unfilled orders which 
characterized the period has contrib- 
uted a feature to the rate petitions, for 
the companies were advertising the de- 
sirability of such higher grades of serv- 
ice when there was little prospect of 
their being able to provide it. Some of 
the regulatory agencies looked with 
skepticism on such advertising costs as 
allowable costs. 

During the past decade the telephone 
companies have been in the enviable 
position of selling a highly desired com- 
modity in a market that had buying 
power, with the seller necessarily a 
monopolist. The regulatory agency was 
the protector, if there was one, of the 
consumer. With rising costs both in 
capital equipment and in wages, rising 
rates were inevitable. By 1950 rates had 
increased an average of 20 percent over 
1940. In 1951 the system had petitions 
pending in 44 states. If the petitions 
were granted an additional 10 percent 
would be added to the 20. In the fol- 
lowing year there were petitions in 37 
states according to AT & T’s count (44 
states if one takes the count of the Pub- 
lic Utilities Department of Massachu- 
setts). In 1953 applications were still 
on file in 29 states, and at the end of 
1953, 18 of these were still pending 
and more applications were being pre- 


pared. In that year increases in rate: 
were granted in 29 states. In 1954 i1 
was reported that not as many rate in: 
creases had been granted as had beer 
granted in previous years, but it w 
also remarked in the same Annual Re? 
port of AT & T that the level of rate 
was “measurably improved” over previ 
ous years. 

Two fairly distinct periods can no 
be detected in the rate proceedings: 
The first half of the decade was de 
voted in the main to petitions allowin 
the companies to catch up with the in 
flation that pervaded the entire econ 
omy. Wage increases and other costs 
had risen both during and after World 
War II. Owing to the public-utility 
nature of their business, the telephone 
companies had, of course, to file pe- 
titions and to await action by the rele- 
vant public agencies. Other parts of the 
economy operated under the price con- 
trol arrangements of the wartime and 
postwar agencies. Those controls were 
not nearly so tight as the controls im- 
posed on the utilities, for rates were 
controlled by the simple practice of 
refusing to entertain petitions for rate 
increases. In the period 1945-50, the 
regulatory authorities in the telephone 
field were allowing the companies tc 
catch up with the rest of the economy 
A typical procedure was for the tele: 
phone company to file a petition for ar 
increase in rates, giving as justificatior 
the increased wage costs which, o 
course, automatically increased oper 
ating costs. And since wage contract 
were negotiated in genuine give-and 
take bargaining between company anc 
union, the regulatory agency recognizes 


the increased cost. A second clain 


a. 


characteristic of these early petitions 
was that the capital investment in the 
telephone station, i.e. the phone set in 
the home or office, was much higher. In 
many of these petitions the companies 
did not request the full amounts to 
which they estimated they were en- 
titled. Instead they asked for an in- 
crease to make up revenue deficiencies. 
Frequently these requests were granted 
pending the outcome of the more com- 
prehensive proceeding. It was not un- 
usual for the regulatory agencies to 
have additional petitions for increases 
from the same company before the 
earlier petitions were completed. 

In 1949 the AT & T Annual Report 
stated “Rate increases granted are only 
about half the current annual cost — 
$ 728,000,000 — of telephone wage in- 
sreases made effective during the war 
and post war periods.” This financial 
ituation in the Bell System continued 
o provide the basis for petitions in the 
various regulatory agencies as has been 
ndicated earlier, but in recent years 
here has also been a reduction in the 
yressure for rate increases. 

The second half of the decade has 
een characterized by closer scrutiny 
yf the petitions by the governmental 
iencies. This has been done with vary- 
ng degrees of skill and success. The 
srinciples on which the rate base is 
onstructed, the allowable expenses 
tem, and the capital structure of the 
rarious companies as well as other 
tems have been examined with sharper 
ttention to details and in some in- 
tances to basic principles. However, 
fore success is hailed, it is perhaps 
he better part of wisdom to quote 
rom the report of the Committee on 
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Progress in Public Utility Regulation of 
the National Association of Railroad 
and Utilities Commissioners. This re- 
port was made in 1941 before World 
War II had made its great economic 
impact. The report states in part 

The most conspicuous failure of regulatory 
methods in the United States is in the field 
of telephone rates. The Bell Telephone 
System has evolved a method of evading 
regulation, and opposing rate reduction 
efforts, and of securing through negotia- 
tions with state commissions so-called “rate 
adjustments” which are in reality increases. 
These company techniques make it practi- 
cally impervious even to the most energetic 
types of rate regulatiou. The Bell System 
has been so successful in this program of 
nullifying efforts at rate regulation that 
there has resulted a telephone price trend 
which runs counter to practically all other 
price trends in the technological field in 
the United States. 


It may be that the inflationary trend in 
recent years which has outrun the grant 
of rate increases will balance off that 
pessimistic conclusion as to regulatory 
skill. It should be recognized, however, 
that the $9 annual dividend on AT & T 
common stock has continued to be 
paid, and the system remains able to 
borrow at very favorable rates of inter- 
est. The record of the Bell System in 
the regulatory agencies merits attention, 
whatever conclusion the reader may 
draw about the relative skills of the 
contestants in the rate-making process. 


The Rate Base 


A review of the record might well 
begin with the treatment of the rate 
base. The regulatory agencies still feel 
compelled to re-examine the various 
principles of valuation before arriving 
at a conclusion as to the monetary value 
of the base. Most states, nonetheless, 
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use a base which approximates original 
book cost minus depreciation. The out- 
come of the re-examination may be a 
foregone conclusion but the investiga- 
tion of alternative valuations still takes 
place. The explanation for this state 
of affairs is to be found either in the 
statutes or in the judicial interpreta- 
tions thereof. The associated companies 
are clearly not averse to exploiting the 
legal possibilities of the situation. In 
fact they commonly employ experts 
who move from state to state as the 
need arises. The costs are, of course, a 
legitimate expenditure. 

The Alabama commission pointed 
out in a recent proceeding involving 
the Southern Bell Telephone and Tele- 
graph Company that the company 
spent more than $200,000 to calculate 
its reproduction cost. That amount ex- 
ceeded the appropriation for the com- 
mission and was also greater than the 
amount available to any city for 
expenditure on a rate case. The com- 
mission rejected the company’s repro- 
duction cost and commented that “the 
most charitable view” one could take 
of reproduction cost was “that the re- 
sulting figure is an intelligent guess and 
a more practical view is that it calls 
for clairvoyant powers and unlimited 
speculation.” In most states such “spec- 
ulations” are rejected. The usual rate 
base is then denominated “net invest- 
ment,” “historical cost,” 
dent investment. 


and/or pru- 


Some states are required to use re- 
production cost or to give some weight 
to it. Ohio has found reproduction cost 
by multiplying a cost index against 
recorded book cost, thereby obtaining a 
rate base which meets the legal and 


| 
constitutional requirements. In Mon 
tana the regulatory agency stated tha 
it gave some weight to reproductior 
cost, but it is not clear from the pro 
ceedings just how much weight wa 
granted. And Pennsylvania uses a de 
preciated reproduction cost as the rated 


base. 
“Fair value’ is still the statutory re 
quirement in some states. In Wes 


Virginia the regulating agency con: 
sidered all the varieties of meanings ° 
this term and came out at approxi 
mately average original cost. In Michi 
gan the phrase has been interpreted a 
“sound judgment.” Maryland is a fair; 
value state and has used the traditiona: 
methods of finding it. However, in < 
recent proceeding the matter was re- 
examined but the same conclusion wai 
reached. Perhaps the most striking ins 
stance occurred in Delaware. The 
statute providing for state regulatio 

of the telephone was adopted in 1949 
and the legislature literally copied the 
formula from Smythe v. Ames. By this 
formula the regulatory agency is re+ 
quired to take into account the origina 
costs of construction, permanent im, 
provements, present as compared wit 

original costs, and the amount of stocks 
and bonds. Each of these is “to be given 
such weight as may be right and just i : 
each case.” The Delaware commission; 
in carrying out its duties, multiplie 
the net cost by 112 percent to obtain 
a fair-value base. On review in the 
Superior Court the resulting figure was 
rejected and the court ordered the comm 
mission to use a reproduction cost new 
minus a small amount for human error, 
On further review, the Supreme Court 


“169 U. S. 466 (1898). 
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of the state restored the proceeding to 
the commission and indicated that the 
original finding was satisfactory. After 
‘pointing out that the statute had copied 
the Smythe v. Ames rule, the Supreme 
Court added “If justice and reasonable- 
‘hess, or justice and right, are to guide 
us, the sad truth is that we are led out 
of the relatively clear cut realms of law, 
logic, and economic formula into the 
shadowy field of ethics.” One may 
agree with the sentiment without agree- 
ing with the analogy, for presumably 
the courts have been applying “law” 
in the years since Smythe v. Ames and 
many would say that rule is “shadowy” 
law. . 

In summarizing the situation in the 
states on rate base practices, the De- 
partment of Public Utilities of Massa- 
chusetts in 1953 stated 


Of the forty-seven jurisdictions [that figure 
omits the states of Texas and Iowa but in- 
cludes the District of Columbia] over the 
activities of utilities in which some general 
regulatory body has control, thirty-nine use 
a rate base substantially, i.e. within 5 per 
cent, equal to net book value. In these 
jurisdictions are located 74.36 per cent of 
the assets of the Bell System. In the eight 
jurisdictions using a rate base in excess of 
5 per cent above net book value are located 
about 19.54 per cent of Bell System assets.” 


While not so precise in its computa- 
tions, the Public Service Commission 
of New York reached a similar conclu- 
sion about the extent of use of original 


* Public Utilities Reports, II (3rd series), 
470. The eight jurisdictions were named as 
Delaware, Illinois, Indiana, Maine, New 
Mexico, Ohio, Pennsylvania, and South 
Carolina. (It probably should be North 
Carolina for the Supreme Court of that 
state in 1952 required the use of fair value. 
The author has not found any proceedings 
from South Carolina. ) 


or book costs. In many of the opinions 
of the regulatory agencies, especially in 
the second half of the decade under 
review, the reader can detect the drift 
toward the use of book costs. It is hard 
to assign a precise weight in that de- 
velopment to the opinions of the 
United States Supreme Court in the 
Natural Gas Pipeline case,’ which freed 
the regulatory agencies from the obliga- 
tion to employ any particular formula 
or combination of formulas in fixing 
rate bases. But this case is used as bal- 
last in many later proceedings. In par- 
ticular, the observation of the justices 
that value is an end result has been re- 
iterated in the state agencies whatever 
principle they have used. 

In addition to the use of book costs 
there have been several other issues re- 
lating to the rate base that merit brief 
mention. A persistent demand of the 
companies has been to obtain from 
the regulatory authorities recognition 
in the rate base of the rise in costs of 
capital equipment. In most cases, the 
company has already acquired the 
equipment and installed it when the 
price for such equipment has increased. 
The demand then is that the increased 
cost be recognized and entered into the 
rate base. Several different labels have 
been used to describe the phenomenon: 
“attrition,” “retirement losses,’ and 
“economic inflation.” In tactical terms, 
an effort has been made to get the dif- 
ferential between the actual cost and 
the present cost into the rate base on the 
argument that the rate base should rest 
on current costs. At times the means 
that are suggested are increased depre- 
ciation rates; more rarely the recoup- 
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ment is expected through an increased 
rate of return. In every instance the 
request has been denied. The grounds 
of denial have been: that the company 
is seeking protection against the normal 
risks of enterprise; that the equipment 
for which recoupment is desired would 
not be replaced in any event due to 
developments in the art; that the intro- 
duction of such a variable in utility 
regulation would bring with it too 
much disorder; and finally that if an 
allowance were made for the phenome- 
non, only the present stockholders (not 
necessarily the original investors) would 
be enriched and that would be unjust. 


Allocation of Assets 

More significant items have been the 
developments relating to the allocation 
of assets as between intrastate and in- 
terstate service. The steady drift is 
toward the allocation of more and more 
of the equipment to the interstate side. 
The problem originates in the use of 
the same equipment for both intrastate 
and interstate service. In telephone 
parlance the matter is usually discussed 
as the “separations” problem. Prior to 
1947 there was little controversy over 
the separations as between ‘the two 
services. The operating company with 
the assistance of the long-lines depart- 
ment made an allocation between the 
two services and the respective portions 
became part of the rate bases of the 
respective services. 

Despite the pressure on the state 
agencies for increased rates in the 
forties, the Federal Communications 
Commission was able to negotiate 
several reductions in long-distance rates 
between the states. Simultaneously, 
rates were increasing for intrastate calls. 


| 
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There were instances in which aa 
interstate call moved farther than a1 
intrastate call over the same lines, y 
the charge for the former call w 
smaller. The National Association 
Railroad and Utilities Commissioners 
representing the state regulatory au 
thorities, appointed a committee to loob 
into the matter. The FCC assignee 
representatives to work with this com 
mittee. At the 1950 meeting of NARU 
in Phoenix an agreement was reachéc 
which has since been called the Phoenix 
Plan. However, that plan was rejectec 
by many of the states, and in 1951 a 
the Charleston meeting of the same or; 
ganization another agreement, the 
Charleston Plan, was worked out. The 
second plan increased the portions 02 
the equipment assigned to the interstate 
side of the telephone business and con 
sequently some relief has been give 
to the state agencies. Based on 195% 
data the Charleston Plan would trans4 
fer $162 million of plant book cost as 
well as $18 million of annual operating 
expenses to the interstate side of ‘i 
service. Both actions would reduc 
the pressure for increases for rates ir 
the intrastate side of the telephone 


. service. 


Despite this agreement, which is em+ 
bodied in the Manual of Separations: 
some of the states have concluded that 
the transfer did not go far enough. Th : 
commissions of Michigan and New 
Hampshire, states having large numbers 
of summer residents, have argued suc- 
cessfully that the interstate equipment 
ought to bear a large share of the 
equipment costs, since these residents 
rather than their regular residents a 
the greater users of the service. Man 7 


other state agencies have expressed 
j reservations about the Manual of Sepa- 
) rations but have nonetheless used it 
pending the appearance of a better al- 
tlocation of physical assets. Further 
transfer to the interstate side seems 
likely in order to relieve the pressure for 
ij higher rates in the local communities. 


Working Capital 

The treatment of working capital has 
shown a marked development in the 
» second half of this decade, and the de- 
| velopment has aided in reducing the 
base on which the companies are al- 
lowed to earn a return. Little was heard 
‘of this item before 1947. Working 
capital includes two allowances: one 
for materials and supplies and a second 
for cash to enable the firm to carry on 
its operations pending the receipt of 
payments for the services which it 
renders. It is the latter that has under- 
gone change. Regulatory agencies make 
an allowance for the former with little 


The characteristic trait of local tele- 
phone service is that the consumer pays 
in advance so that the need for work- 
ing cash is reduced if not eliminated. 

Nonetheless many commissions make 
an allowance of one-eighth or one- 
twelfth of annual income in order to 
allow the company to care for the in- 
terval between the time the service is 
rendered and the receipt of payment 
therefor. Long-distance service and a 
few other services which are billed at 
the end of a period are exceptions to 
the general pattern. In the years since 
1947 there has been a distinct trend 
toward reducing the allowance for 
working capital and in some jurisdic- 
tions the allowance has been eliminated 


| 
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objection. 
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entirely. The rationale of the disallow- 
ance has two principles: one is the 
obvious prepayment for service so that 
the most that the company could ask 
for is an amount to take care of slow 
payers. The other principle has been 
developed out of company practices 
with regard to the Federal corporate 
income tax. It is customary for the 
companies to accrue cash over the year 
to meet this need and the regulatory 
agencies have found in this fund ade- 
quate cash to meet current operating 
expenses. The most elaborate discussion 
of the possible legal questions involved 
has occurred in a Pennsylvania pro- 

ceeding. The Supreme Court supported — 
the commission and expressly rejected 
the arguments of the Bell Company 
that it owned the advance tax pay- 
ments. The Court that 
“.. . the rates are calculated to yield 
a profit over and above taxes and the 
tax burden is shifted to the customers.” 
The availability of cash to meet work- 
ing needs has been satisfactory justifica- 
tion to most regulatory agencies. The 
reduction of the working capital allow- 
ance in turn reduces rates to customers. 


reasoned 


Equipment-Manufacturing Subsidiary 


A perennial topic in the rate base 
proceedings grows out of the fact that 
90 percent of the capital equipment of 
the operating Bell companies is pro- 
duced by Western Electric, the manvu- 
facturing subsidiary in the Bell System. 
The consequent absence of arms-length 
bargaining has led to the development 
of a cooperative effort by the Federal 
Communications Commission and the 
National Association of Railroad and 
Utilities Commissioners. ‘These groups 
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have created a committee to report an- 
nually on the earnings of Western Elec- 
tric. The report is made available to the 
regulatory agencies to enable them to 
maintain better control of the values at 
which Western’s equipment goes into 
rate bases. The importance of this 
single action may be indicated by the 
committee’s comment in 1947: “Each 
one percent increase or decrease in 
sales price is equivalent to a 9 million 
dollar differential to the Bell Telephone 
Companies, which is either capitalized 
or charged to expense.” In that year 
sales by Western to the operating com- 
panies totaled $900 million. Sales in 
“some other years have not been so 
large, but the amount in 1953 was $950 
million. The committee has negotiated 
in some years with Western to effect a 
reduction in the prices for its equip- 
ment and that has been a significant 
contribution to lessening the cost of 
service to customers of the Bell com- 
panies. 

The treatment of Western Electric’s 
prices varies among the states. Most 
of them allow the prices charged as 
legitimate costs and where proper these 
enter into the rate base. The rationale 
is that the prices are as low, if not 
lower, than competitive prices. The ob- 
vious challenge to that rationale is that 
Western has more than 90 percent of 
the business and this alone prohibits 
the usual conditions required in a com- 
petitive situation. Some states deduct 
an amount from Western’s prices equal 
to the rate of earnings in excess of the 
rate allowed to the operating company. 
On that principle California in 1948 
deducted $4 million from equipment 
costs and disallowed $520,000 as oper- 
ating expenses. Kansas adjusted the 


rate of return to Southwestern Bell taj 
take care of the excess earnings off} 
Western, and a few other states madeq 
some slight ventures toward coping with 
Western’s large returns. It may be that 
this is the next great means by whic 
the regulatory agencies will modify 
further increases in rates. 

A few other variations of practice} 
may be found in the states, but in they 
main they do not seem to be majom 
matters in the rate base. The treatmerit 
of assets and liabilities of previousl 
acquired companies occasionally comes 
in for extended discussion. And the 
treatment of property held for future: 
use varies. There are many other minor] 
matters that attract attention, but none 
are of major significance in construct 
ing rates. 

The striking characteristic is the 
search by the regulatory agencies for 
means of escaping the need to increase; 
rates. So far that escape route (so far 
as one has been found) has been the: 
definite trend toward book or net cost 
as the rate base, the reduction in work-; 
ing capital, and the transfer of large: 
parts of the jointly used equipment to 
the interstate toll service. Western Elec- 
tric’s prices may be the next route if 
one is to be found. | 


Miscellaneous Operating Expenses 


If the rate base is the multiplicand 
and the rate of return is the multiplier, 
obviously the product can be changed 
by changing either. The drift toward 
actual investment as the rate base pro- 
vides some firmness in the multiplicand. 
There has been little change in the 
rate of return in the period under sur- 
vey. Maine has allowed the highest 
rate, 6.5 percent, and Minnesota the 
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_ lowest, 5.2 percent. That was the find- 
_ ing of the National Association of Rail- 
_ road and Utility Commissioners in 1950. 
There is no evidence of change since 
_ then. In addition to the earnings from 
telephone service, there are earnings 
from other services and sale of equip- 


A second operating expense that has 
had a flurry of activity with no marked 
changes in this period is that for depre- 
ciation. Most states follow the rates 
that have been allowed by the FCC in 
its accounting regulations. When one 
speaks of the rate of depreciation the 


ment. The operating companies are 
owned almost entirely by AT & T, so 
_ that their earnings are available for dis- 
tribution by it. The capital structure of 
the parent company is divided between 
_ stocks and bonds, the latter carrying a 
low rate of interest. Consequently, a 
disproportionate share of the earnings 
of the underlying companies are avail- 
able for the shareholders of the top 
company. It has been the policy of 
_AT &T to make stock the basic security 
of the operating companies, although 
there seems to be some drift toward 
using bonds in those companies. The 
results of this situation for Federal in- 
come taxes will not be explored here, 
but there are indications that the use 
of stock at the operating company level 
enables AT & T to benefit under the 
corporate income tax rules. 

Many of the state agencies have ex- 
amined the capital structure of the Bell 
Company allocable to their jurisdic- 
tions, in order to reduce the demand 
for income. In many states the regu- 
lating agency has acted as if the oper- 
ating company were partly capitalized 
with bonds so as to reduce the revenue 
needs of the company. This has been 
done even though there are no bonds 
issued by the operating company. When 
action of this kind is taken the equity 
is assumed to be 60-65 percent and the 
remainder debt. The result is to reduce 
the required earnings and thereby to 
permit a lower charge for service. 


reference is to a composite of a large 
number of separate rates that are com- 
bined to make a single rate. The al- 
lowed rate varies in the states from 2.5 
percent to 4.38 percent. The flurry 
arose from the efforts of some of the 
companies to increase the rate in order 
to compensate for rising prices, but the 
outcome was the same as with the rate 
base. So far there has been no allow- 
ance for this phenomenon, with the 
single exception of Utah, which al- 
lowed one-half of 1 percent for at- 
trition. No state has been persuaded to 
“observed” rather than the book 
depreciation. 

Each of the operating companies in 
the Bell System has a contract with 
AT&T in which the latter makes 
available a number of services such as 
temporary loans, financial advice, and 
the right to use patents acquired within 
the system. For these services the oper- 
ating company agrees to pay an annual 
fee equal to 1 percent of its gross an- 
nual earnings. The operating companies 
ask the regulatory agencies to allow the 
payment as an operating cost, and the 
request is usually granted. A few agen- 
cies have balked and insisted that the 
payments to AT & T be based on costs. 
South Dakota’s board disallowed the 
entire amount, but the state’s Supreme 
Court ordered it restored. The matter 
still stirs up ill feelings in commissions, 
but some of these have been assuaged 
by reductions in the percentage charge 


use 
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that have occurred in recent years. The 
last reduction was made in 1948 by 
negotiation between AT&T and a 
joint committee appointed from the 
FCC and NARUC. The cut was-one- 
half of 1 percent and it was estimated 
at the time that it was worth $11 mil- 
lion to the users of the telephone 
service. Since gross earnings of the 
companies have markedly increased in 
subsequent years, the savings have also 
increased. 

Another operating expense that has 
stimulated controversy in many of the 
agencies has been the pension fund pay- 
ments. A pension system was established 
in 1913 but it was not funded until 
1927. For those workers since 1927 
payments are set aside annually for the 
fund, and these payments are allowed 
as expenses. The system has made a 
determined drive to gain approval of 
payments for those workers whose pen- 
sions are unfunded. Several states deny 
the allowance on the ground that pres- 
ent rate payers should not be compelled 
to pay for earlier workers. However, the 
companies persist and seem to be ap- 
proaching their goal even though a few 
commissions remain firm in their rejec- 
tion of the item. 

Attention may also be called to the 
appearance in recent years of an item 
labeled charity or some equivalent 
thereof. The operating companies make 
contributions to community funds or 
other undertakings and then request 
approval of them as an operating ex- 
pense. Some of the regulatory agencies 
have granted approval, but others have 
refused approval on the ground that 
the rate payers ought not to have to 
pay for such contributions. The cor- 


porate owners, such agencies have 
thought, ought to make such gifts. 

The most striking aspect of the rate- 
setting process is the persistence of the 
operating companies in their requests 
for the allowance of items such as these. 
The disallowance in one proceeding is 
not taken as having settled the issue, 
even in the same state, and is only 
notice that other states will have to 
face it. One is reminded of a famous 
slogan that was made in a different. 
situation: “Again and again and 
again.” The constant pressure for 
higher rates on the part of the com- 
panies and the not-so-successful search | 
by the agencies for means of escaping 
the increases are integral features of the _ 
postwar picture and show every pros- 
pect of continuing. 


Local-Service Charges 


The two preceding sections have 
dealt with factors looking toward the 
determination of the needed earnings — 
of the Bell companies. Incidental refer- 
ence has been made to the toll or long- : 
distance call as a source of income. 
There are also sources of income to the 
operating companies from other serv- 
ices, for example, leased lines, press 
services, and a few others. The basic 
source of earnings, however, is the 
charge for the telephone in the local 
community, local exchange service. The 
Bell Company installs a station in the 
customer’s place of business or home 
and a monthly charge, payable in ad- 
vance, is made for the station. Usually 
a flat rate is charged, and the station 
may be used much or little. In some 
cities a variation of that arrangement 
is that the customer makes a flat pay- 
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ment for a stated number of calls and 
each additional call is charged for 
separately. The charge is for outgoing 
calls, not for incoming calls. 

With the exception of California and 
Wisconsin, of which more will be said 
later, the earnings requirement is dis- 
tributed among the exchanges in the 
state. It is customary to place an ex- 
_ change in each community and to have 
a pattern of rates for that exchange. 
There may be several classes of ex- 
' changes within a state. In principle, a 
community moves from one class to 
another depending on the number of 
_ stations served by the exchange. 

The exchange rates increase as the 
number of phones served increases. The 
usual justification is based on the value 
of the service and it is assumed that the 
value increases with the number of 
connected instruments. There has been 
no substantial attack on this principle. 

The period under review has been 
marked by the upgrading of a number 
of exchanges because of the increased 
number of instruments and in those 
communities the increase in the charges 
for the station has been on the basis of 
increased costs as well as increased 
value of service. When a community 
has increased markedly in population, 
_ as has the area on the Virginia side of 
the Potomac near the District of Co- 
lumbia, telephone rate increases have 
been substantial. In a surprising num- 
ber of communities, however, there has 
been no reclassification of exchanges for 
extended periods, many have had no 
reclassification since World War I, and 
one community has had the same clas- 
sification since 1895. 

California and Wisconsin base rates 


on an exchange basis; that is, the costs 
of the exchange must be met by the 
rates charged to the customers thereof. 
The state-wide or company-wide basis 
which is the more commonly used 
allows the larger exchanges to subsi- 
dize to some extent the smaller ex- 
changes. Many of the regulatory agen- 
cies have used the classification for the 
purposes of making the telephone avail- 
able to rural and thinly populated areas 
at unusually low prices. 

The decade has also seen the appear- 
ance and rapid spread of the 10-cent 
charge for single calls. The higher 
charge for the business station than for 
the residential station continues, as does 
the party-line rate differential which 
varies inversely with the number of 
persons using the same line. 

Two pressures appeared which were 
unsuccessful, but which may win on 
the long pull. In some of the western 
states special rates were asked for re- 
cipients of old-age assistance or pen- 
sions. And New York City asked the 
Public Service Commission to place it 
on an exchange basis rather than the 
state-wide or, more accurately, system- 
wide basis. Other large cities may press 
in that direction as rates push higher 
and as the urban residents become less 
satisfied with providing in part for their 
country cousins. 


Summary 

In an earlier section, the pessimistic 
conclusion of the committee of the 
National Association of Railroad and 
Utilities Commissioners regarding tele- 
phone rate-setting was quoted. Little 
has happened in this decade to alter 
that conclusion, except, perhaps, that 
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inflation has outrun the rate increases 
granted by the regulatory agencies. The 
persistent movement in telephone rates 
has been upward throughout the period 
but that is not different from the move- 
ment of prices of most other desired 
products or services. The traditional 
dividend policy of AT & T continues, 
and it can borrow money at rates of 
interest not substantially different from 
those available to other successful but 
unregulated enterprises. The market 
value of its securities remains fairly 


constant. The Bell System has con-: 
tinued to grow and is probably more’ 
important than ever in the economic 
life of the country. 

The regulatory agencies have been 
kept busy processing the requests for’ 
rate increases and seeking means of 
avoiding the full requests of the com-. 
panies for rate increases. They have 
found some temporary and 
means, and have a few more measures 
to explore. In short, the situation ig 
typical in the utility field. im 
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POINT FOUR and other development 
programs are frequently criticized be- 
cause of the nature of the governments 
with which they deal. The recipient 
governments are judged to be “dictator- 
ships,’ “corrupt,” “not democratic,” 

“not interested in the general welfare 
_ of the country,” and so on. Aid to such 
governments is seen as further en- 
trenching these undesirable elements in 
the power structures and, perhaps im- 
plicitly, putting a stamp of approval on 
their past and current activities. Un- 
fortunately, these points are often well 
taken. It is not the purpose of this 
paper to quarrel with this view of the 
facts nor to argue that the United 
States usually has much choice but to 
deal with existing governments. 

The usual recommendation, mostly 
implicit, seems to be that Point Four 
and similar programs should promote 
“democracy” posthaste, and it is pro- 
posed to note the possibility of a mutual 
inconsistency between the “democracy” 
objectives of development programs 
and the “standard of living” objectives. 
If it can be shown that the two objec- 
tives. are mutually inconsistent (ie., 
that some “democracy” must be given 
up to obtain more “standard of liv- 
ing’), then a real policy problem arises 
concerning the relative merits of “de- 
mocracy” and “standard of living” in 
securing the much-sought military- 
political friendship of the underde- 
veloped countries. 


It may well be that more economic 
progress* can be obtained in these 
countries in an authoritarian environ- 
ment than in one dominated by a 
liberal, democratic government. These 
elements in the situations of the under- 
developed countries have an important 
bearing on these hypotheses: 


(1) Most of the countries in question 
do not have a democratic tradition; 
consequently the level of political so- 
phistication cannot be very high. Liter- 
acy rates are generally low. The process 
of rapid economic development will 
necessarily involve rapid change, mal- 
adjustment, and readjustment. To ask 
a broad electorate to review the causal 
policies periodically would subject even 
the best of plans to review by an elec- 
torate incompetent to make wise deci- 
sions. Democracy assumes an enlight- 
ened and the 
formal application of democratic insti- 
tutions without the fulfillment of this 
basic assumption could result in unfor- 


informed electorate; 


tunate economic, as well as political, 
consequences. 

(2) Economic development is a long- 
term, historical process. It ought to be 
“planned” as such. If subjected to bien- 
nial or quadrennial elections, a govern- 
ment may be forced to resort to “bad” 


1This term is used very loosely here, as 
is the term ‘“‘economic development,” to be 
roughly synonymous with “increases in real 
per capita income.” 
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plans or projects (relative to the long- 
run objectives) in an effort to remain 
in political power. 

(3) It is pointless to argue whether 
development ought or ought not to be 
undertaken or led by governments. It 
is evident that, rightly or wrongly, gov- 
ernments will be major participants. 
This is another element which makes 
the case for prompt and universal de- 
mocracy much less strong than it was in 
the early development of the United 
States. In the early history of the 
United States, the role of the govern- 
ment was that of an interested by- 
stander so far as economic development 
was concerned. On relatively rare occa- 
sions it did undertake to establish some 
of the rules of the game, it refereed a 
bit, and occasionally promoted some 
aspect of the development process. But 
for the most part, the decisions and 
policies critical to our economic de- 
velopment were not subject to political 
review. 

Given the current philosophy that 
governments will be active and positive 
participants in the development process, 
it is likely that frequent review by an 
electorate, such as we can expect to 
find in the countries in question, will 
result in poorer economic decisions than 
would necessarily be the case otherwise. 

(4) The speed with which “progress” 
must be made is another vital element. 
Speed is important to the United States 
because of the political-military impli- 
cations of poverty in the world. It is 
important to the poverty-stricken be- 
cause of their hunger and because of 
the population pressures (another fun- 
damental difference between the case 


of the early United States and many 
countries today) on existing outputs. 


In many cases, economic develop- 


ment is impeded by tradition.” An 
authoritarian regime may be able to 
overcome these impediments 
quickly than a democratic government 
attempting to educate, convince, and 
get approval at the same time. One 


should not minimize the difficulties of 


destroying traditions for authoritarians, 


but we know that in a democratic state, 


it is a slow process. 


These elements suggest that democ- 
racy may well be a luxury that many 
underdeveloped countries can now ill 
afford. To assert that the United States — 


MOre . 


developed economically in an environ- 


ment of democratic institutions and to 


suggest that other countries should “go — 


thou and do likewise” ignores funda- 


mental differences in both the economic 


and political milieux. 

The alternative authoritarianism is 
not altogether attractive, either, for 
there is nothing inherent in it which re- 
quires a benevolent attitude toward the 
masses. The history of governmental 
behavior — colonial or otherwise — in 
many of these countries is not pretty. 
On the other hand, it is not likely that 
real democratic institutions can be es- 
tablished and maintained at current 
economic levels if for no other reason 
than that the necessary preoccupation 
with producing the bare essentials for 
life precludes allocating sufficient re- 


* Perhaps another fundamental difference 
between our own case and those of currently 
underdeveloped countries is the fact that 
what traditions we had tended to aid rather 
than impede the developmental process, e.g., 
the thrift ethic and the dignity of work. 
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sources to citizen training and educa- 
tion. 

There seems to be a good deal of 
support — although it is partly intui- 
tive—for the hypothesis that in the 
current stages of economic development 
in the poor countries efforts to “push” 
democracy may seriously reduce “out- 
put” increments. If this is true, a num- 
ber of conclusions follow. 


(1) Point Four and other programs 
(and, of course, their sources of funds) 
should recognize this possibility. Such a 
recognition would make policy decisions 
much easier in the short run but would 
perhaps make longer-run policies more 
difficult. That is, this recognition is at 
least in part justification (rationaliza- 
tion?) for working with existing gov- 
ernments. 

(2) In the long run, however, co- 
operation with existing governments 
would involve the use of the aid pro- 
grams to remodel and reform their 
objectives and methods to be more 
nearly consistent with the position of 
individual and collective human free- 
dom in our own value-patterns. Aid 
should be used first, then, to improve 
living standards. As progress is made 
in that direction, constant pressure 
should be applied as a condition of con- 
tinued aid to assure that education and 
communications were becoming more 
and more widespread, that more and 
more people were being encouraged to 
join the decision-making process, that a 


de facto bill of rights was being effec- 
tively developed. Such a policy would 
involve a very high degree of states- 
manship and assumes economic aid will 
be forthcoming for many years (as the 
facts seem to require). 


(3) This is more than an “ends 
justify means” argument. First, the de- 
sired ends may not be obtainable in the 
time available (or ever for that matter) 
through the use of what we consider 
desirable means. Second, there is some 
doubt that the desirable mechanisms 
(i.e., democratic institutions) can cur- 
rently be established and maintained 
without substantial economic progress. 
Third, some instrumentalities for carry- 
ing on developmental programs now 
exist. Perhaps quicker results can be 
expected if we utilize these mechanisms 
(it is hard to see how this could con- 
ceivably make the populations worse 
off) than if we begin by constructing 
new social media. The problem, essen- 
tially, is to require these existing gov- 
ernments to accept and pursue desirable 
objectives. 


(4) There is no guarantee of success 
for the United States in this approach. 
Assuming that production-distribution 
problems are solved, only very careful, 
prolonged, and judicious pressure will 
produce the desired “democratic” ob- 
jectives. It is useful to note that the 
greater the success in reaching “output” 
objectives, the more independent of our 
aid recipient governments become. 
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America’s Needs and Resources: A 
New Survey. By J. Frederic Dew- 
hurst and Associates (New York: 
Twentieth Century Fund, 1955, pp. 
1148. $10.00) 

This “new survey” is a completely 
rewritten and greatly enlarged (about 
50 percent) revision of an earlier ver- 
sion published in 1947. Both editions 
were prepared under the direction of 
J. Frederic Dewhurst, formerly chief 
economist and now executive director 
of the Twentieth Century Fund, in 
association with a large staff of experts. 
A staff of 25 worked five years to pro- 
duce this revision. 

Altogether, there are 26 chapters 
covering 944 pages, and more than 200 
pages of appendixes. Some of the chap- 
ters were written by Mr. Dewhurst, 
others by him and his associates. Still 
other chapters were written by single 
associates or groups of associates. 

The book is divided into six parts. 
Part I, “Basic Trends,” consists of four 
chapters dealing with “War and After- 
math,” “Trends and _ Projections,” 
“Population Growth,” and “Output, 
Income and Expenditures.” Part II is 
made up of ten chapters devoted to 
major “Consumption Requirements” 
such as food, clothing, shelter, transpor- 
tation, health, recreation, and educa- 
tion. Part III covers “Capital Require- 
ments’? and consists of three chapters: 
“Private Production Facilities,” “Urban 
Redevelopment,” and “Land and Wa- 
ter Conservation and Development.” 
Two chapters dealing with “Govern- 
ment Expenditures” 


and “Foreign 


Trade and Finance” make up Part IV.. 
Part V contains six chapters devoted! 
to “Resources and Capacities” as fol-: 
“The Labor Force,” “Natural! 
“Acricultural Capacity,” ’ 
“Industrial and Commercial Capacity,” 
“Technology: Primary Resource,” and}! 
“Productivity: Key to Welfare.” The: 
last part, “Summary,” consists of one: 
chapter entitled “Needs vs. Resources.” | 


lows: 
Resources,” 


This massive enterprise in cooperat | 
tive research is devoted to the measure-: 
ment, understanding, and appreciation | 
of the American economy as it is} 
evolving in the post-World War II era. 
Among the efforts devoted to that task, , 
this is probably the most ambitious. | 
Undoubtedly it is the most voluminous | 
that has come to this reviewer’s notice. 
The United States economy, the pace 
and vigor of which have many expert. 
observers puzzled, is the mid-century 
miracle of the world. This volume at- 
tempts not only the measurement of the 
progress this economy is making, but 
also an explanation of why it is making 
that progress. 

The contemporary economy of the 
United States is a miraculous phe- 
nomenon mainly for two reasons: 
(1) the incredible increase in pro- 
ductivity experienced during the past 
century but especially since World War 
II; (2) the democratization of that 
economy manifested in the diffusion of 
benefits accruing from the increased 
productivity. That democratization has 
been achieved in part by deliberate 
political measures such as progressive 
taxation and high inheritance taxes but 
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also — and probably more importantly 
—as a result of forces working within 
the economic process itself. In particu- 
lar, a highly industrialized economy 
with high overheads must depend on 
mass markets, with the attendant im- 
plications for price and wage policies. 

As the title indicates, this huge study 
of our economy is—or at least was 
originally meant to be— focused on 
needs and resources. Needs are under- 
stood to mean consumer requirements 
necessary for the maintenance of cer- 
tain living standards. It goes without 
saying that the unequivocal determina- 
tion and accurate measurement of 
needs is a virtual impossibility. The 
stenographer who buys nylon hose with 
money that, according to the dietary 
expert, should go to nutrition and 
vitamins may be right in thinking that 
without nylon hose she might not be 
able to keep her job. So nylon hose are 
perhaps the primary need after all. 

The determination of needs is espe- 
cially difficult in a free enterprise econ- 
omy in which consumers are sovereign 
in their choice of what they wish to 
buy. That sovereignty includes the right 
to one’s own folly and worse. One of 
the most striking features of our society 
is the extent to which we divert re- 
sources to the satisfaction of foolish 
whims, useless and often harmful de- 
sires, and even antisocial vices. It is 
part of the price we must pay for our 
liberty. One cannot escape the foibles 
of one’s virtues. 

Who can tell what the security needs 
of the American people are in this era 
of the cold war? Our military budgets 
do not begin to answer the question. 


What it will take to safeguard our in- 
dustries and to protect civilians in 
nuclear war can hardly be guessed. 

Under the circumstances it is inevi- 
table that large parts of this volume 
deal not with needs in the strict sense 
of the word but with ways in which 
consumers are likely to spend their 
money. 

Turning from needs to resources, 
those familiar with the reviewer’s own 
work in the field of resources will not 
be surprised to learn that he does not 
fully approve of the way the word re- 
sources is used in this volume. The 
conflict between the old static concept 
of resources and the new dynamic or 
functional concept does not seem to 
have been completely resolved. On the 
one hand, we read in Chapter 24, 
“Technology: Primary Resource,” writ- 
ten by Mr. Dewhurst himself, ‘All the 
material resources discussed in these 
chapters, whether natural or man 
made, are the fruits of technology,” and 
“Technology, in fact, can be thought 
of as the primary resource, without 
which all other resources would be 
economically non-existent.” The last 
sentence in the book reads “Technology 
is our primary and inexhaustible re- 
source.” All industrial raw materials 
found in nature are only potential re- 
sources until the technology needed for 
their discovery, exploitation, and con- 
version has been developed. This is the 
functional concept of resources ex- 
pressed in rather strong terms. On the 
other hand, Chapter 21, entitled “Na- 
tural Resources” and written by Wil- 
bert G. Fritz, begins with the sentence, 
“Our nation, looking forward toward 


5) 


a future of continuing economic prog- 
ress is well advised to take stock of its 
natural resources.” This language is 
definitely reminiscent of the old sta- 
tic inventory approach that records 
“stocks” of materials. It is hard to rec- 
oncile with the highly dynamic ap- 
proach of Chapter 24. To be sure, later 
on in his chapter Fritz actually devotes 
pages to this dynamic process of un- 
folding resources through technological 
advance; nevertheless, it seems that the 
terminology could be clarified to great 
advantage. 

There may be some difficulty in 
reconciling the elevation of technology 
to the rank of the primary resource 
with the treatment of human resources 
found near the end of Chapter 25 
where one reads, “In the last analysis 
it is the attributes — and the attitudes 
and ideals —of the American people 
which account for the dynamic char- 
acter of the American economic sys- 
tem.” 

Technology is not a finished product 
left from some past era. It is an ever- 
growing force. If it stemmed from 
human attitudes in the past, it stems 
from them in the present and will con- 
tinue to stem from them in the future. 
What then are our primary resources? 
The logic of the analysis presented in 
this volume will allow only one answer: 
human resources. 

Such flaws, if indeed they are that, 
in no way interfere with the great use- 
fulness this monumental work possesses 
for thousands of students of the Ameri- 
can economy. 


Erich W. ZIMMERMANN 
University of Texas 
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Approaches to Economic Development! 
By Norman S. Buchanan and How~ 
ard S. Ellis (New York: Twentiet 
Century Fund, 1955, pp. xiv, 4944 
$5.00) 


Since the end of the war an ever- 
increasing stream of literature has be- 
gun to flow in the field of economi 
growth and development. Though som 
pioneer works in this field became avail- 
able earlier, the great onrush of writin: 
does not start before 1945 and more: 
especially before 1948. Much of thi 
literature is monographic in character; 
a large part of it is issued by govern- 
ments and international organizations. 
The writers of these materials belon 
to various social sciences, and the ex- 
treme heterogeneity of problems, as well 
as the vast geographical sweep which: 
this literature embraces, makes a sys- 
tematic and unified presentation of! 
problems of economic development par- 
ticularly difficult. It is perhaps nott 
surprising that the only textbook in the: 
field of economic development which) 
has so far appeared is a collection of! 
some ten chapters, each written by a 
different author. 

The book before us is the first system- 
atic attempt to present the problems 
and consequences of economic develop- 
ment in a unified form. Not only is 
the structure of the book conceived on 
a tighter scale, but Buchanan and Ellis 
have achieved a rare degree of uni- 
formity in presentation of problems and 
materials. It is, in the opinion of this 
reviewer, the best general account of 
economic development which has ap- 
peared so far. 

The chief merits of the book consist 


in the modesty of the authors’ claims 
for their ability to provide all-pervading 
solutions for the problems of economic 
development, in the extensive treatment 
of historical situations as examples of 
development, and in providing a mean- 
ingful and integrated discussion of the 
various economic aspects of develop- 
ment. The book begins with a discus- 
sion of the concepts of “underdeveloped 
area” and “economic development.” It 
proceeds to a discussion of the deter- 
‘minants of real income growth, stressing 
above all capital accumulation. Since 
the book is welfare-oriented, average 
real income is regarded as the central 
measure of economic development. But 
the commodity mix of real income in 
different societies is determined by cul- 
tural factors and the level of average 
real income by the size of population. 
Buchanan and Ellis devote two chap- 
ters to the discussion of these factors. 
The next section of the book is con- 
cerned with economic development in 
the past. In this section the economic 
history of Western European countries, 
Japan, and the USSR is traced and the 
events interpreted, essentially from the 
viewpoint of economic development. 
This section suffers from the absence 
of theoretical developmental generaliza- 
tions drawn from the description of de- 
velopmental episodes. Buchanan and 
Ellis are more concerned with selecting 
from the economic history of the coun- 
tries they describe those data which 
show the sequence, rapidity, and gen- 
eral economic areas of development. 
They conclude that improvement in 
agricultural production and the de- 
velopment of an effective transporta- 
tion and communication system are 
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important conditions of growth. They 
also conclude that the rate of growth 
is influenced by extraneous factors, such 
as wars and revolutions, and that, in 
general, countries starting their devel- 
opmental processes later have been able 
to achieve higher growth rates than 
those which pioneered. All this is valu- 
able, and these conclusions are well 
documented; but no attempt is made to 
show how large and small countries, 
those well-endowed with natural re- 
sources and those relatively ill-endowed 
with them, fit into this pattern. To 
what extent does the discussion of 
British or French development apply 
to countries like Switzerland or Den- 
mark? What differences, if any, are 
there in the developmental problems of 
Canada or Japan? In a very general 
way these questions are answered; how- 
ever, although the over-all challenge, 
i.€., lmprovement in material standards 
of living, may be regarded as the same 
in all these countries, the specific solu- 
tions differed widely and hardly any 
attention is given to these differences. 
The third section of the book is de- 
voted to a discussion of economic 
policies conducive to the attainment of 
economic development under contem- 
porary conditions. Though adequate at- 
tention is paid in this section to the 
influence of international trade and in- 
vestment, the main emphasis is placed 
upon domestic capital formation, the 
sources of domestic savings, and the 
techniques of mobilizing them. In 
treating these subjects, the authors are 
on familiar ground and their discus- 
sion is balanced throughout, moderate, 
and neither too much nor too little 
qualified. Chapters 19 and 20, which 
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wind up the book, contain excellent 
summaries of the general problems of 
economic development and of the role 
of the United States in the efforts of 
many countries of the world to raise 
productivity and living standards. 

In its general effect this book pro- 
vides so very adequate a picture of the 
economic problems of development that 
it may be consulted in preference to 
any other similar book currently on the 
market. It has few shortcomings and 
most of these are of relatively little 
consequence. There is, however, one 
major defect which cannot go unmen- 
tioned. Although Chapter 4 is devoted 
to social and cultural factors in de- 
velopment, noneconomic aspects of eco- 
nomic growth are essentially under- 
played. Since, in the opinion of this 
writer, the obstacles and impulses to 
economic development are seriously 
modified by cultural, social, and politi- 
cal conditions in underdeveloped coun- 
tries, he regards the treatment they 
receive in Buchanan and Ellis’ study as 
inadequate. To be sure, the authors 
would have had to struggle with two 
important obstacles. In the first place, 
the variety of cultural, social, and po- 
litical structures makes generalizations 
about them extremely difficult, and in 
the second place, there exist no gener- 
ally accepted theories or models of 
social and cultural change. Neverthe- 
less, there seem to exist sufficient find- 
ings about such processes as, for ex- 
ample, the dissolution of the joint 
family and its replacement by the pat- 
rocentric family, the growth of urban 
concentrations and the evolution of 
urban consciousness, and the impact of 
changes in the social structure on eco- 


nomic evolution. Many of these factors 
are not mentioned at all, or only i 
passing, and this otherwise excellent 
book would have gained in usefulness 
and general value if they had bee 
discussed more adequately. 


Bert F. HoseE.itz 


University of Chicago 


The Great Crash: 1929. By John Ken- 
neth Galbraith (Boston: Houghton 
Mifflin Company, 1955, pp. ix, 2124 
$3.00) | 

Professor Galbraith has written a 
very readable and timely book. The 
possible parallel between 1929 and 1955 
is being widely discussed. It is now te 
years after the end of a great worl 
war, a decade of prosperity is behind: 
us, the Republicans are in office, the: 
stock market has risen sharply in the: 
past few years, and the Dow-Jones in- 
dustrials average is well above the 1929: 
level. When the Fulbright Committee’s: 
investigations of the stock market were 
held this spring, one of those called 
upon to testify was Professor Galbraith, 
whose book was then in press. When’ 
he expressed concern over the recent 
behavior of the stock market, the mar- 
ket dropped several points the next day. 
The book could hardly have’been better 
advertised. 

Yet this book is by no means a 
definitive study of the 1929 panic. It 
constitutes an expansion of various 
journal articles Galbraith has written 
and the topics are somewhat loosely 
tied together. Nonetheless the book is a 
fascinating evening’s reading of the 
greatest financial crash of this century. 
The author recaptures much of the 


Re 


spirit of the 1920’s with his vivid re- 
‘porting of some of the more dramatic 
days in Wall Street between the second 
half of 1924 when the market rise 
started and October of 1929 when the 
crash came. There is also some discus- 
sion of the aftermath of the panic. Re- 
enacted and explained when necessary 
are such events as the Florida land 
boom of 1926 (a sort of curtain raiser) , 
the rise of investment trusts in America, 
and the “Milquetoastish” efforts of the 
Federal Reserve to halt the boom in 
1928-29. One meets again the financial 
egotists of that bygone era: Charles 
Mitchell of the National City Bank, 
defying the Federal Reserve’s efforts to 
limit speculation; Albert Wiggin, selling 
his own Chase Bank stock short after 
the crash; and Richard Whitney, vice- 
president of the Stock Exchange, a 
dignified but very ineffective speculator 
who was sent to Sing Sing prison. Gal- 
braith considers Whitney only mildly 
guilty and a scapegoat persecuted by 
New Dealers much as Alger Hiss was 
later by anti-Communists (p. 169). 
Irving Fisher, John Foster Dulles, and 
others who were fooled by the boom are 
somewhat criticized but those who fore- 
saw the inevitable break, like A. D. 
Noyes of the New York Times, and 
Roger Babson, get generous praise. The 
author tries to be fair, and often suc- 
ceeds. But on occasion, in an effort to 
coin a phrase or to be clever, he makes 
some rather sophomoric judgments 
(see, for example, p. 105). 

The book is intended for the intelli- 
gent layman rather than for the profes- 
sional economist. With this in mind the 
author carefully explains such matters 
as the workings of investment trusts, 
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leverage stocks, brokers’ loans, buying 
on margin, and selling short. These ex- 
planations are skillfully woven into the 
fabric of the story. The book has no 
heavy economic analysis and adds little 
to our knowledge of financial history. 
Another attractive feature is the phi- 
losophizing about the causes of booms 
and the immediate factors that bring on 
collapse, but no clear-cut conclusions 
are reached. 

In one respect Professor Galbraith 
reveals himself as an amateur historian. 
He repeatedly leaves the reader feeling 
that the people of the 1920’s were 
stupid in not seeing how they were 
being led to slaughter. One of the facts 
of life that historians must learn early 
is that one generation of human beings 
is about as intelligent as the next. True, 
their hard experiences may be some- 
what different. The generation of the 
1920’s was afraid of inflation — the war 
had taught them to fear that, and the 
generation of the 1940’s was afraid of 
deflation and depression— the 1930's 
taught them that. To criticize Churchill 
and others for placing undue store by 
the gold standard and balanced budgets 
is to judge the 1920's, not by the values 
of the 1920’s, but by those of the 1930's 
and 1940’s. Likewise the rapid rise of 
the market can be rather convincingly 
rationalized. The period since 1900 had 
seen a startling growth in American 
business. Witness the fact that the auto 
industry was not recorded in the 1899 
census but stood first in the 1929 one. 
The Ford Motor Company began with 
$100,000 capital in 1903 and was of- 
fered $1 billion for its assets in 1923. 
In other words, a $100 share of stock 
in 1903 would have been worth $1 mil- 


CURRENT ECONOMIC COMMENT 


lion in 1923 if it had been on the mar- 
ket. (A $100 share of stock can double 
in price each year for 13 years before it 
will approximate $1 million.) Radio, 
aviation, electrical goods, and many 
other industries seemed to have a bright 
future in the 1920’s. Many people must 
have asked themselves whether the rise 
in value of certain stocks was unduly 
fast. Indeed some of these industrial 
stocks have risen fabulously since the 
1920’s, showing that in the long run 
much of American business was sound. 
In short, if people deceived themselves 
in the 1920’s, as the records show that 
they did, let us seek for some of the 
more persuasive they 
did so. 

One encouraging feature of the com- 
parison between 1929 and the present 
is the numerous warnings that the stock 
market and the country had before the 
1929 debacle. “Early in 1928, in June, 
in December, and in February and 
March of 1929 it seemed that the end 
had come” (p. 79). Technically Gal- 
braith places the end on September 3, 
1929, but again there were several 
lesser slides before the market finally 
fell to pieces late in October. He be- 
lieves that the market is in a much 
stronger position today than in 1929. 
For example, the brokers’ loans are 
much smaller, margin requirements are 
higher today, investment trusts and 
utility holding companies are not pyra- 
mided, the international trade situation 
is more stable, and we have more ener- 
getic regulatory agencies such as the 
reconstituted Federal Reserve, the SEC, 
and the FDIC. He might have added 
that if the Dow-Jones industrials aver- 
age in 1924 reflected a reasonably 
healthy condition, and if it is reason- 
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ably comparable to the present one, 
which I think it is, then the present 
average is little more than the 192 
figure multiplied by the increase in the 
price level and by the increase in the 
productive capacity of the nation. 


Donavcp L. KEMMERER 


University of Illinois 


American Agriculture —Its Structure) 
and Place in the Economy. By, 
Ronald L. Mighell (New York:) 
John Wiley and Sons, Inc., 1955, 
pp. xii, 187. $5.00) 

This book is the first of the new) 
Census monograph series. It “places: 
agriculture in perspective against the: 
economy as a whole and in relation to} 
its several sectors. Written in coopera-- 
tion with the Agricultural Research 
Service of the U. S. Department of! 
Agriculture, it... presents in non- 
technical language a unified picture of 
the midcentury status of farms and 
farm people.” | 

“The reader gets a vivid picture of 
1) the major changes in agricultural! 
production and organization over the 
last 50-100 years; 2) agriculture’s pres- 
ent role and significance in the U. S. 
economy; 3) the aggregate size of the 
U. S. farm plant; 4) the wide variation 
in economic size and type of U. S. 
farms; 5) the social and family char- 
acteristics of agriculture and particu- 
larly the rapid changes in these since 
the turn of the century.” 

These statements on the dust jacket 
of the book accurately reflect its con- 
tents. The author elaborates further in 
the preface: “This book does not at- 
tempt to present a solution to pressing 
problems, to furnish forecasts, or tec 
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provide a sudden spur to action. It does 
seek to provide a solid platform from 
which others may launch forth on such 
specific assignments.” 

The book is excellent. It breathes life 
into the dry Census and USDA sta- 
tistics, showing what they mean, in 
smooth and interesting prose. At a 
number of points it draws upon other 


studies of the Census and upon other 


data, and presents a coherent picture 
of the development of agriculture over 
the past fifty years and its present status 
in the American economy. 

Readers will find tabular material 
illustrated with many Census and De- 
partment of Agriculture charts. Chap- 
ters 4, 5, and 7, on characteristics of 
the different classes of farms — com- 
mercial and noncommercial— and their 
various subclasses, are most instructive; 
and the section dealing with economies 
of scale is calm and cool. The chapter 
on farm organizations (“Group Inter- 
ests in Agriculture”) is good, as is the 
chapter on ‘Social Features.” The last 
chapter, on “Changes and Structural 
Strain,” is an excellent closing. 

The author is to be commended for 
the clarity and attractiveness of his 
literary style, so far removed from the 
gobbledygook that frequently character- 
izes Census and other statistical data. 


GEOFFREY SHEPHERD 


Iowa State College 


Managerial Statistics. By Kermit O. 
Hanson (New York: Prentice-Hall, 
Inc., 1955, pp. xiv, 306. $6.35) 

This book was designed to acquaint 
the business student with statistical 
methods which are useful to manage- 
ment in planning and controlling or- 
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ganizational activities. The author 
therefore excludes “those _ statistical 


techniques which have less direct prac- 
tical application to management prob- 
lems” (p. v). The author also believes 
that “general sampling techniques 
should be introduced early” but that 
“sampling error theory and mathe- 
matical tests of reliability should not be 
developed at length in an introduction 
to managerial statistics” (p. vi). (Two 
pages are devoted to the standard error 
of the mean and confidence limits.) 

The presentation of statistical meth- 
odology is superficial. The “six-easy- 
lessons” plan, while possibly helpful in 
other areas, does not give guaranteed 
results in statistics. I doubt whether a 
student can get as much understanding 
of the meaning, applications, and short- 
comings of statistical methodology from 
this book as he could get from a review 
outline of statistics. 

In his efforts to condense the subject 
matter, the author makes statements 
which charitably could be called mis- 
leading. For instance, in discussing the 
arithmetic mean the author states “In 
series of data which include some very 
high or very low values, the value of 
the mean will not be representative of 
the values which occur most frequently. 
. . . In such instances, the median of 
the series may be a more representative 
figure to use in describing the mass of 
data” (p. 57). If the author wants an 
average that is representative of the 
values which occur most frequently, he 
should not compute the arithmetic 
mean or the median. There is a meas- 
ure of central tendency called the 
“mode” which presumes to measure 
that characteristic. 

In discussing the average deviation, 
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the author states “An important char- 
acteristic of the average deviation is 
that approximately 57.5 percent of the 
items in a distribution lie within the 
range of the Mean + AD. This char- 
acteristic holds for distributions which 
have the major concentration of data 
near the center of the range; it does not 
necessarily hold for distributions which 
have major concentrations at extremes 
of the range. . . . For some purposes 
in business administration the average 
deviation is as satisfactory as the stand- 
ard deviation, a more complex measure 
which is described in the following sec- 
tion. However, the standard deviation 
is somewhat more descriptive and it is 
also vastly more important than the 
average deviation in further statistical 
computations, many of which are be- 
yond the scope of this text” (pp. 73- 
74). The important characteristic (57.5 
percent) is the only characteristic of 
the average deviation mentioned by the 
author. Furthermore, he fails to state 
that this applies only to normal distri- 
butions instead of those with “major 
concentrations near the center of the 
range.” The categorical comparison of 
the average deviation with the standard 
deviation without concrete reasons or 
illustrations is not helpful to students 
who want to differentiate between these 
measures. 

The author lists (p. 84) the follow- 
ing six measures of variation: range, 
interquartile range (which should be 
semi-interquartile range), average de- 
viation, standard deviation, coefficient 
of variation (which is really the com- 
parative use of the standard deviation) , 
and coefficient of skewness (which jis 
not a measure of variation). 
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In discussing index numbers, half a! 
page is devoted to selection of a base,, 
and half a page to selection of data.. 
Ten pages are devoted to four compu-: 
tational methods — simple aggregative, , 
simple average of relatives, weighted | 
aggregative, and weighted average of | 
relatives. If the author had reversed the: 
relative space given to these subjects, | 


the discussion might have been more 


useful. Further, in discussing the two) 


weighted indexes, weighted aggregates 
and weighted average of relatives, he 
states that “These methods, which pro- 
duce identical results, are much su- 
perior to the other two methods (un- 


weighted indexes) and are widely used” | 


(p. 104). If the two methods yield 
identical results, would not one method 
suffice in an overcondensed book? Or 
better yet, why not show under what 
conditions these formulas do not yield 


identical results. In selecting weights, 


the author states “The most common 
practice is to use quantities which were 
purchased, produced, stocked, shipped 
or consumed in the base year” (p. 99). 
I trust that when the author speaks of 
most common practice, he excludes the 
most commonly used indexes, namely, 
those of the Bureau of Labor Statistics, 
for this is not and has not been their 
practice. 

Further illustrations would merely 
belabor the inadequacies of this text- 
book. In the opinion of the reviewer, it 
adds little to the existing literature. Its 
brevity and compactness would com- 
mend it, if the author had done justice 
to the subject matter. Or if the subject 
matter of the book had been confined 


to the role of statistics in management 
with no superficial attempts to describe 
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computational techniques, the product 


might have been more useful to the 
business administrator. 


Joun M. Firestone 
College of the City of New York 


The Reputation of the American Busi- 
nessman. By Sigmund Diamond 
(Cambridge: Harvard University 
Press, 1955, pp. 209. $4.00) 

Mr. Diamond has turned his doctoral 
dissertation into an interesting and 
highly specialized but inconclusive 
book. By examining obituaries and 
similar materials published in 982 pub- 
lications upon the deaths of six very 
rich men, he has attempted to analyze 
the changing position that the business- 
man has held in nineteenth and twen- 
tieth century America. In doing this, 
he has sought to depict the historical 
background of the personality and has 
gone far afield in scholarly and/or un- 
related works in sociology, communica- 
tions, poetry, social theory, business 
administration, economics, morality, 
humor, philosophy, fiction, and court 
decisions in his efforts to interpret the 
death notices. 

The reader is not told how these six 
—Stephen Girard, John Jacob Astor, 
Cornelius Vanderbilt, J. P. Morgan, 
John D. Rockefeller, and Henry Ford 
——were chosen, and cannot, therefore, 
assess the appropriateness of Mr. Dia- 
mond’s confidence in his quite positive 
generalizations, which are clearly in- 
tended to cover the whole business com- 
munity in each time period. Indeed, 
it is easy to contest the validity of Mr. 
Diamond’s generalizations as they apply 
to these six individuals. 


He summarizes his problem tersely as 
follows (p. 178): “In short, the prob- 
lem is to explain why the entrepreneur 
of the early nineteenth century, pre- 
sented by his defenders as a man oc- 
cupying his position by virtue of unique 
individual capacity and discussed al- 
most exclusively in terms of business 
functions associated with that position, 
becomes at some time near the end of 
the century a man discussed not in 
terms of individual uniqueness but in 
terms of all that he has in common 
with the rest of his countrymen, occu- 
pying his position as much by virtue of 
qualities attributed to American society 
as by his own.” 

Diamond finds his answer in the need 
of business to protect itself and, more 
importantly, capitalistic institutions 
from increasing hostility. This the press 
has done by creating two myths: 
(1) Success has been pictured as re- 
flecting the operation of the economy, 
while failure is related to personal 
shortcomings. (2) The businessman has 
been pictured as a typical but espe- 
cially fine human being whose status 
has a patriotic basis as a result of his 
business activity. Diamond has a good 
time finding statements of the rich men 
which do not square with the symbols 
or even the straight “news” presented 
by the press. And in other, less obvious 
ways, he makes clear that he is no be- 
liever in these myths. He also makes 
clear his appreciation of their func- 
tional necessity in American society. 

In general, the style of writing is 
good. Mr. Diamond is clearly a very 
literate man. On several occasions, 
however, the reviewer could not decide 
whether the author was still para- 
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phrasing sources or was inserting edi- 
torial comment. Furthermore, precision 
was impaired by such phrases as “the 
majority of the papers” and “one writer 
stated” which are typical of the book. 
There is ambivalence even on some 
critical matters; thus, in the summary 
previously quoted, he finds the shift in 
symbol “near the end of the century” 
but four lines later dates it “since the 
Civil War.” Likewise, it is difficult for 
a reader to decide whether J. P. Mor- 
gan (died 1913) or even John D. 
Rockefeller (died 1937, but at the age 
of 98) are to be thought of as represen- 
tative of the “before 1900” or the 
“after 1900” group. 

Finally, for purposes of this review, 
it must be stated that within the pages 
of this book much evidence is presented 
that is not in keeping with the conclu- 
sions. From Stephen Girard on, much 
attention was paid to nonbusiness ac- 
tivities of the rich man, especially the 
disposition of the fortune, and this did 
affect the judgments passed on his life 
as in the cases of Girard and Astor. 
And note the weight given to nonbusi- 
ness criteria where religion was in- 
volved and in the attempts to .portray 
Vanderbilt as a family man. Moreover, 
attention was paid to the manner of 
winning a fortune as shown by the 
great emphasis always placed upon the 
rags-to-riches career with its implied 
public disdain for inherited or property- 
based fortunes. 

In regard to the twentieth century 
reputation of the businessman, much 
can be found in the press of efforts to 
establish the rich man as a unique indi- 
vidual. Thus, Diamond concludes that 
Ford was held to have been more than 


a businessman. “He had been patriot, 
philanthropist, scientist, philosopher, 
sociologist, reformer, economist, teacher, 
historian, and, above all, simple home- 
body.” Diamond then stresses the domi- 
of the incongruous “simple 
homebody,” but there is no reference 
to the press, save one that can be more 
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readily construed as stressing Ford’s 
uniqueness. Instead, the references are 
to the interpretative works of Merton — 
on Mass Persuasion and Social Theory.\ | 

More could be said, but the basic — 
criticism remains. As conceived, this — 
book could not, in the nature of things, 
prove its thesis. It does not establish _ 
that these men are typical businessmen. | 
It does not and probably could not 
present a meaningful quantitative anal- 
ysis of the comment. It cannot, there- | 
fore, establish a shift in the reputation 
of American businessmen in general. 
More important, perhaps, it does not 
investigate alternative explanations of 
the asserted phenomena which it claims 
to have isolated, but rather puts for- 
ward a single plausible explanation 
which is by no means the most simple 
according to the law of parsimony. 

Despite the book’s inconclusiveness, 
Diamond’s efforts will be of interest to 
workers in cultural anthropology, social 
psychology, and the more philosophical 
levels of business administration, jour- 
nalism, and communication. He has 
also provided two important hypotheses 
for future analysis and has displayed 
himself as a person capable of serious 
research, though perhaps overanxious 
to generalize. 


Dean A. WorcesTER, JR. 
University of Washington 
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Labor Mobility and Economic Oppor- 


tunity. By E. Wight Bakke and 
Others (New York: John Wiley 
and Sons, Inc., 1954, pp. vii, 118. 
$3.50) 

Occupational Mobility in the United 
States, 1930-1960. By A. J. Jaffe 
and R. O. Carleton (New York: 
King’s Crown Press, 1954, pp. viii, 
113. $2.75) 

The first volume under review is a 
series of essays, introduced by Professor 
Bakke, and containing reports of mo- 
bility studies by Philip M. Hauser, 
Gladys L. Palmer, Charles A. Myers, 
and Dale Yoder. The final essay in this 
book is one of Clark Kerr’s usual 
thoughtful presentations of an analytic 
framework. The volume concludes with 
an “epilogue” by Miss Palmer on the 
social interest in labor mobility. This 
review will discuss chiefly the success of 
an effort to relate research conducted 
independently. 

Paul Webbink, vice-president of the 
Social Science Research Council which 
sponsored some of the research and en- 
couraged the writing of the book, says 
in his Preface: “The members of the 
Committee [the Labor Market Commit- 
tee of SSRC] are convinced that a 
special responsibility for assuring the 
additive character of research rests 
upon research workers who have suc- 
ceeded in establishing relative conti- 
nuity of their research activities” (p. 
vi). The essays try, with varying de- 
grees of earnestness and success, to 
relate research findings in otherwise 
independent case studies. Certainly 
such work is essential, or much of the 
value of such studies is lost. It is done 
quite well at the reportorial stage in 


the essays by Miss Palmer and Myers, 
and, for the MIT studies summarized 
by Myers, to some degree at the plan- 
ning stage. Both attempt to relate their 
findings to each other and to those of 
the studies conducted by Reynolds and 
Shister (and, to a lesser degree, to C. D. 
Long’s different methodology). Out of 
the two emerges a picture, which begins 
to fit together into a cognizable whole, 
of the types of employment, income, 
and internal job situations which pro- 
duce mobility of various kinds. 
Yoder’s essay does little in this direc- 
tion, partly because of the naive em- 
piric approach which in this reviewer’s 
judgment has characterized much of 
the Minnesota work. In this case, 
Yoder attempts actual 
movement (of various types) as related 
to “groups or types of persons” without 
any clearly formulated hypothesis as to 
why such relationships might be ex- 
pected, and why the particular system 
of personal categories was considered 
relevant to the problem. In fact, most 
of Yoder’s essay consists of a protesting 
justification of the study, with prac- 
tically no discussion of what was found 
and its relation to what anyone else has 
found. This might be warranted on the 
ground that the formal results of the 
study had been elsewhere published. 
However, this was the case for the 
other essays, and yet Miss Palmer and 
Myers contribute much, in contrast to 
Yoder, in building a common property 
of conclusion and inference in the area. 
The volume would have been improved 
by the omission of the Yoder essay. 
The opening and closing essays, 
those of Hauser and Kerr, offer sche- 
matic systems by which mobility may be 


to measure 
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analyzed. Hauser’s is ingenious, though 
conventional. It limits itself to analysis 
of mobility in labor force participation 
and consists of a matrix one axis of 
which consists of the conventional pe- 
riods of economic analysis — secular, 
cyclical, and 
mainder. The other axis comprises 
hypothesized factors—economic, demo- 
graphic, cultural, political, personal, 
and a remainder. Hauser then experi- 
ments with Census data, trying to fit 
them into the cells of his schema, with 
some success. Although Hauser does not 
deal extensively with definitions, he is 
aware of the problems involved and his 


seasonal— and a re- 


attempts with his matrix are quite sug- 
gestive, as his work usually is. 

Kerr’s concluding essay, which at- 
tempts conceptually to define labor 
markets in terms of the degree of struc- 
turing and to emphasize the impact of 
institutional rules on “Balkanization” of 
labor markets, suggests to other analysts 
a host of variables which are not fre- 
quently enough accounted for. It offers 
much to supplement the more conven- 
tional analysis. Labor market studies 
have benefited a great deal in recent 
years from the contribution of demo- 
graphic concepts; Kerr offers another 
dimension which should be pursued 
(and which is, in some respects, im- 
plicit in much ongoing work). 

Bakke’s introduction is platitudinous, 
but it has the excuse that its task appar- 
ently was to justify a volume which 
needed no justification. 

In sum, the volume is somewhat 
uneven, yet individually and collec- 
tively, the contributions by Hauser, 
Palmer, Myers, and Kerr make it well 
worth publication and careful reading. 


The second work under review, that 
by Jaffe and Carleton, is essentially a 
report of a methodological experiment 
in the measurement and projection of 
occupational mobility. The authors, 


after careful adjustment of Census data 
to assure, so far as possible, intercensal 
homogeneity of data, apply cohort 
analysis by demographic components to 
measure past mobility of males between 
the major occupational groups of the: 
Census, and to project this mobility to 
1960 under two basic assumptions as 
to the labor market conditions of the: 
1950’s — one that they will resemble: 
those of the 1930’s, and one that they) 
will resemble those of the 1940’s. Each) 
of these basic projections is modified | 
to provide two further projections as-: 
suming military levels similar to those’ 
of 1950. : 

The basic purpose of the study was 
to test the feasibility of applying models 
based on cohort and component analy- 
sis to data actually available. The 
actual projections are, therefore, in a 
sense, by-products. 

It is the judgment of this reviewer 
that the experiment was successful, that 
is, that existing data do in fact lend 
themselves to this type of analysis. 
Though the authors have had to exer- 
cise considerable ingenuity in adjust- 
ment of data, they do not appear to 
have done violence to them. It should 
be noted, however, that the basic mod- 
els are simple —designed only for 
projection for males as between the 
major occupational groups. It remains 
to be seen whether existing data will 
lend themselves to more complex pro- 
jection involving, especially, finer occu- 
pational breakdowns. 


The models are for the purpose of 
projection, rather than _ prediction. 
Projection is a mechanical process in 
which the assumptions are not subject 
to question. However, projection is of 
help only in its usefulness for predic- 
tion. Some of the assumptions neces- 
sary to project from more complex 
models, involving “horizontal”? occupa- 
tional mobility will lead to some serious 
questioning. Nevertheless, the demon- 
stration that mechanical projection is 
feasible is very much worth while. 

The substance of the projections need 
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not be dealt with here, since they are 
only of significance with an evaluation 
of the assumptions underlying them. 
As the authors point out, each set of 
projections is built upon an extreme 
assumption, and in all probability, a 
prediction would lie somewhere be- 
tween the two basic projections. But 
this is another task which the authors 
have properly excluded from the scope 
of the current study. 


FREDERIC MEYERS 
University of Texas 
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